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WILLIAM H. NICHOLLS 


Vanderbilt University 


They that live in a trading street are not disturbed by the passage of carts. 


DOMESTIC TRADE AND ECONOMIC 
DEVELOPMENT 


other countries in an early 
stage of economic development, 
the Turkish Republic has thus 
far had relatively little need for service 
industries such as wholesale and retail 
trade. Some 75—80 per cent of its twenty- 
one million people are still rural, living in 
35,000 villages scattered over an area 


IKE 


* This article is a by-product of my experiences 
as a member of the Turkish Mission of the Inter- 
national Bank for Reconstruction and Development 
during the summer of r950. While I traveled some 
four thousand miles in Turkey, the present article is 
based largely upon some forty interviews with in 
dustrialists, distributors, and government officials 
of Istanbul, Ankara, and Izmir (Smyrna). I am in- 
debted to the friendly co-operation of these Turkish 
and foreign businessmen and officials, as well as 
to several excellent interpreters who frequently 
made communication possible. Officials of the Inter- 
national Bank and other members of the mission 
contributed much to the formulation of the ideas 
here presented. However, they are in no way re- 
sponsible for the views expressed, any errors of fact 
or interpretation being wholly my own. (Through- 
out this article, all values expressed in dollars have 
been converted at the official exchange rate of 2.8 
Turkish lire to the dollar.) 


—Str RICHARD STEELE 


slightly larger than Texas. Most farm 
families operate only ten to fifteen acres 
of land. As a result, they are largely self- 
sufficient, producing food and clothing 
primarily for their own use, with a mini- 
mum of dependence upon commercial 
channels as an outlet for surplus farm 
products or as a source of consumption 
goods. Furthermore, since the peasants 
have little cash income, even those com- 
mercial goods which they do buy must be 
of the simplest and most utilitarian kind, 
with a minimum of costly services, qual- 
ity, or style. Small-scale village indus- 
tries continue to exist. The ubiquitous 
crude village gristmill grinds the peas- 
ant’s wheat into coarse flour for payment 
in kind. The hand-loom industry in vil- 
lage homes (particularly in the South- 
east) frequently produces far more cash 
income than do products of the land, de- 
spite the low wages paid by the absentee 
entrepreneur in the nearest provincial 
town. Nonetheless, the peasants’ plenti- 
ful rags and patches bear ample witness 
to their inability to afford either the 
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hand-made or the factory-made textiles 
which compete for purchasers in the 
nearest town bazaars.’ 

Even the small but growing urban 
population has created only a very mod- 
est demand for personal and commercial 
services. Since the incomes of the in- 
habitants of the Turkish cities and towns 
are also generally low and their back- 
grounds frequently rural, they get along 
with a minimum level of services. They 
are likely to want flour instead of bread, 
yard goods instead of ready-made cloth- 
ing, and the like. Similarly, there is al- 
most a complete lack of laundries and 
dry-cleaning establishments, reflecting 
the dependence of even the upper-income 
groups upon domestic servants or their 
own resources. One step removed from 
home production are the tailor and the 
cobbler (who produces 80-90 per cent of 
Turkey’s shoes), whose plentiful num- 
bers attest to the lack of strong competi- 
tion from factory-made goods. Depart- 
ment storm#®, well-appointed retail shops, 
and hotels and restaurants of a standard 
acceptable to Western Europeans and 
Americans are everywhere a rarity, being 
largely confined to a few major cities fre- 
quented by foreigners.‘ 

2In 1950 it was estimated that there were 5,700 
looms in Turkish textile factories and 40,000 hand 
looms in village homes. 

' The city of Istanbul (population 1,000,000) is 


said to have only two hundred bakeries, all of which 
are probably small-scale family businesses, and 
(apart from a few small-scale sterilizers) not a single 
milk-pasteurizing plant. 

+ Even Istanbul has only a few department stores 
remotely approaching American standards, while 
only one of its hotels is first rate. Ankara, with its 
large foreign colony and recent period of develop 
ment, is better equipped with modern (though 
modest) hotel accommodations. However, govern 
ment workers in Ankara frequently complain bitter 
ly the extent to which well-paid foreign 
government officials have driven up the level of 
local house Perhaps an economic mission 
should sometime investigate the inflationary 
effects of foreign missions in an underdeveloped 


about 


rents 


country! 
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Except for meeting the simplest needs 
of the people, Turkish commerce has de- 
veloped as much as it has primarily 
because of the long-standing importance 
of import and export trade.’ Standing 
athwart the gateways of Turkish for- 
eign trade, Istanbul (for imports of man- 
ufactured goods) and Izmir (for exports 
of specialty farm products) have looked 
abroad rather than toward the interi- 
or. This trade brought the establish- 
ment in the major port cities of a small 
but wealthy merchant and banking class 
which met its own special consumption 
needs from abroad and showed little in- 
terest in the development of domestic 
manufactures and trade in the basic ne- 
cessities required by the peasants of Ana- 
tolia.° Even today, Turkish commercial 

S5In 1945, of some nine million gainfully em 
ployed in Turkey, only 4.9 per cent were engaged in 
commerce, transportation and communication, and 


An additional 7.7 
blic 


domestic and personal services 


per cent were engaged in pu administration 


and the professions 


break 


including the armed forces 


Estimates of the complete occupational 


downs in 1935 and 1945 were as follows 


Per Cent Total 
GAINFULLY Emp! 


Agriculture, forestry, and 


ishing 
Mining and quarrying 
In ustry 
Transport and 
nications 
Commerce 
Public administration 
and professions 
Domestic and 
services 


commu 


personal 
Total percentage 


Total number 


Of the 1948 national income, wholesale and retail 
insurance, and transportion 
tributed 26.5 per cent (International Bank, Report 
of Turkish Mission, The Economy of Turkey: An 
Analysis and Recommendations for a Development 
Program (Washington, 1951], Tables I and II 


trade, finance, con 


6 This attitude, still strong among the merchants 
and bankers of Istanbul and Izmir, strongly sup 
ports the wisdom of Atatiirk’s decision to move the 
national capital of the new Turkish Republic well 





TRADE IN AN UNDERDEVELOPED COUNTRY 


banking is almost wholly geared to for- 
eign trade, loans being made almost ex- 
clusively to finance international com- 
merce rather than domestic production.’ 
Of course, a certain number of farmers 
(especially the few larger ones) who pro- 
duced cash crops for export were also 
drawn into the orbit of commercial mar- 
kets and foreign trade, but they repre- 
sented a very small proportion of the to- 
tal agricultural population and conformed 
more closely to the consumption pattern 
and social attitudes of the merchant class 
than to that of the typical peasant.* The 


into the interior. The fact that most of the commerce 
of the Ottoman Empire was carried on by foreign 
minority groups, usually enjoying extra-territorial 
rights (capitulations), resulted in only tenuous 
relationships betwen the port cities and the interior 
Since Atatiirk abolished the capitulations, enforced 
an exchange of minority populations with Greece, 
and suppressed or discouraged other minorities 
largely engaged in commerce, Turkish nationals have 
moved into this field to a considerable extent. How- 
ever, the traditional Turkish disdain for commercial 
and industrial activities is only slowly giving way 
Even today, some of the largest merchants and in 
dustrialists of Istanbul and Izmir are of British and 
French descent. One dominant French family is 
still considered ‘‘foreign’”’ by the Turks, though it 
has been in Turkey since the War of the Roses! Of 
course, such families as this have vigorously resisted 
assimilation on both ‘‘racial’’ and religious grounds, 
thereby maintaining their foreign identity. Since 
the capitulations were abolished, however, inter 
marriage with Turks is becoming increasingly fre 
quent, enly the hardier ‘‘foreign” families having re 
mained in Turkey since they lost their centuries 
old special! privileges in 1924 

7 Many banking services essential to domestic 
commerce, taken for granted in the more advanced 
countries, hardly exist in Turkey. For example, it is 
estimated that only ro per cent of all payments in 
Istanbul (and 2 per cent in Ankara) are made by 
check, and these are primarily exchanges between 
banks. Clearing-house facilities are very poorly de- 
veloped even within a single city and are almost non- 
existent between even major cities 


*It should be emphasized that very few large 
landholdings exist in Turkey. The average holding 
is only 13 acres. Only o.2 per cent of the farms are 
greater than 1oo hectares (247 acres), accounting 
for 18 per cent of the land in farms. However, most 
of the larger contiguous landholdings are concen- 
trated in the areas around Adana and Izmir, where 
export products are important. 
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poor state of internal transportation and 
communication was a further important 
barrier to the development of domestic 
trade. 

Such was the primitive village econ- 
omy, fringed by a few coastal areas essen- 
tially colonial in their commercial rela- 
tionships, which Atatiirk inherited from 
the Ottoman Empire in 1920. As a result 
of prodigious efforts (especially since 
1933) on the part of the Turkish govern- 
ment to establish a domestic manufactur- 
ing industry—largely through public- 
owned and public-operated enterprise 
the extent of domestic trade has of course 
increased somewhat in recent decades, 
largely as a result of the development of 
important new markets in the interior. 
The creation of the national capital of 
Ankara, with its concentration of above- 
average government salaries, and the 


conscious dispersal of new public indus- 


tries among the provincial towns of the 
interior have undoubtedly helped to in- 
vigorate domestic trade. 
However, recent Turkish 
development has been too poorly co- 
ordinated and unbalanced to support a 
sound and natural growth of domestic 
trade, particularly between urban cen- 
ters and agriculture. Scarce public in- 
vestment funds have been seriously mis- 
directed, without adequate attention to 
the basic needs of the people, the avail- 
ability of raw materials, prevailing labor 
and managerial skills, capital and for- 
eign-exchange requirements, and the 
minimum scale of operations necessary 
for economical operations. The result has 
been an undue emphasis upon inefficient, 
capital-intensive producer-goods indus- 
tries. In so far as the simpler labor-inten- 
sive consumer-goods industries have also 
been developed, the government has fre- 
quently followed a high-price policy to 
produce the profits necessary to offset 
losses in the uneconomic heavy-goods in- 


economic 
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dustries. Consequently, increases in in- 
dustrial employment and gains in urban 
real income have been unduly small. 
Meanwhile, efforts to integrate the 
great bulk of peasant agriculture into a 
commercial economy have as yet not 
been very fruitful. To be sure, improve- 
ments in railway and highway transpor- 
tation have helped to bring the peasants 
into contact with markets for their prod- 
ucts and with sources of supply for indus- 
trial goods. And, through greatly ex- 
panded agricultural credit and price sup- 
ports on cereals and other farm products, 
the government has sought to create 
monetary incentives for the production 
of marketable surpluses. Unfortunately, 
the production practices of most Turkish 
peasant small holders are so primitive 
that, without additional knowledge of 
improved methods, they cannot either 


use credit productively or raise their real 
incomes significantly. Yet the govern- 
ment has largely failed to provide such 
basic public services as agricultural re- 


search and extension and price and mar- 
ket information. Standardization serv- 
ices and encouragement of co-operative 
marketing (imposed from above under 
rigorous government control) have been 
limited to export products. By neglecting 
those fundamental public services which 
greatly facilitate efficient production and 
domestic exchange, the government has 
wasted much of its limited investment in 
agriculture and has been forced to par- 
ticipate directly in domestic trade more 
often and extensively than would other- 
wise be necessary. 

Colin Clark has pointed out that, 
among the nations of the world, per capi- 
ta national income is positively corre- 
lated with the relative importance of em- 
ployment in the tertiary (service) indus- 
tries.’ With a per capita income of only 
$128 (358 Turkish lire) in 1948, Turkey 
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would be expected to have poorly devel- 
oped service industries, including whole- 
sale and retail trade. What is the nature 
of commodity distribution in such a low- 
income country? What peculiar economic 
problems do the distributors of various 
types of products face? How can more 
efficient merchandising methods be 
achieved? What of the relative merits of 
public and private distribution? In seek- 
ing an answer to such questions, we turn 
to a survey of commodity distribution in 
Turkey. 


DISTRIBUTION OF INDUSTRIAL RAW 
MATERIALS 


The Turkish government produces the 
entire domestic output of coal (4.2 mil- 
lion tons annually), iron and _ steel 
(100,000 tons of ingots annually), and 
chemicals. Since industrial demand for 
these important raw materials currently 
outstrips the meager domestic supply, 
the distribution problem is largely one of 
aliocating supplies (whether from do- 
mestic production or from licensed im- 
ports) among public and private indus- 
trial users, who receive direct shipments 
from the state enterprises. In general, the 
government probably strongly favors its 
own projects and enterprises in deter- 
mining such allocations. For example, 
the state Sugar Administration receives 
95 per cent of the nation’s domestic su- 
perphosphate fertilizer, all of which is 
produced at the public steelworks at 
Karabiik. The state railways and manu- 
facturing enterprises probably enjoy 
priorities on coal supplies. Public works 
enjoy a preferential position on iron and 
steel supplies, whether domestic or im- 
ported. Private manufacturers, on the 
other hand, are likely to experience dif- 
ficulties in getting import licenses for 

9 Conditions of Economic Progress (New York 
Macmillan Co., 1940), chap. x. 
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necessary raw materials. Furthermore, in 
so far as they receive iron and steel prod- 
ucts or coal from the state enterprises, 
they must pay cash. With their limited 
working capital, they are thereby handi- 
capped relative to competing state enter- 
prises, which enjoy a highly favorable 
credit position. 

In the production or distribution of 
certain other industrial raw materials, 
the Turkish government participates to 
a partial extent in direct competition 
with private enterprise. Thus, it pro- 
duces and distributes 30 per cent of the 
domestic output of cement and ro per 
cent of the brick and tile. I have not 
studied the distribution of these prod- 
ucts, but the possible difficulties and 
problems involved may be illustrated by 
petroleum products,"® in the distribution 
of which the government is now a major 
participant. 

Prior to 1938 the Turkish petroleum 
business is said to have been entirely in 
the hands of four foreign companies 
Socony-Vacuum (American), Shell (Brit- 
ish), Steana-Romana (British-Romani- 
an), and Neft Syndicat (Russian). Each 
of these companies had one or more ocean 
terminals, which received petroleum 
products primarily from Romania and 
Russia. According to the Petrol Office of 
the Turkish Government," these private 
oil companies had completely eliminated 
competition among themselves by estab- 
lishing a profit pool. Allegedly, each com- 
pany was assigned an import and sales 
quota which it was not to exceed. How- 
ever, if it fell short of its quota, it re- 

'e Although surrounded by oil-producing coun- 
tries, Turkey has virtually no known reserves of 
petroleum. Furthermore, it must pay dollars or 
sterling for all petroleum products imported. Be- 
tween 1937-38 and 1950 such imports increased 
two to four times by volume and tenfold by value. 


™ From a memorandum submitted by the Turk- 
ish Petrol Office 
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ceived a share of the profits of the other 
companies on the unfulfilled portion of 
its share of the market. As the oldest and 
largest petroleum distributor in Turkey, 
Socony-Vacuum is said to have organized 
this market-sharing arrangement and re- 
ceived the largest quota. As a group, the 
members of the profit pool also are al- 
leged to have engaged in “‘cutthroat com- 
petition”’ occasionally to drive nonco- 
operating firms out of business. 

In 1938 the Turkish government de- 
cided to end this arrangement by fixing 
selling prices in consultation with the 
oil companies. In 1940 the Russians de- 
cided to close down their firm (Neft Syn- 
dicat), and Socony-Vacuum wished to 
purchase their facilities. Instead, the 
Turkish government formed a new com- 
pany (Petrol, Ltd.) and purchased the 
Neft terminals. A year later the Petrol 
Office was formed to expand state par- 
ticipation in the distribution of petro- 
leum products in Turkey. While an inde- 
pendent organization, the Petrol Office 
was wholly financed by the government. 
Nonetheless, until the end of the war, the 
Petrol Office was unable to establish di- 
rect connections with the principal world 
suppliers of oil. Indeed, through a deci- 
sion of the Petroleum Board in London, 
Socony-Vacuum was allegedly made the 
sole supplier to Turkey. Even so, the Pe- 
trol Office claims to have established a 
well-organized distribution system and 
effective price controls over the petro- 
leum industry during the war. With the 
end of the war, the Petrol Office entered 
into contracts with other major oil com- 
panies at much lower prices, forcing the 
private companies operating in Turkey 
to lower their prices accordingly. Since 

"The latter companies are said to have de 
termined their prices on the basis of the highest 


f.o.b. prices reported by the Platt price-reporting 
service and the highest freight differential. Caltex 
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then, the Petrol Office has greatly ex- 
panded its capacity, including two more 
ocean terminals, many small bulk plants, 
and numerous retail service stations. Its 
tank capacity is now double that of the 
four major private companies combined. 

The private oil companies, on the 
other hand, have vigorously criticized the 
Petrol Office, which they assert is trying 
to drive the private companies out of 
business in Turkey." First, they claim 
that, in addition to its numerous func- 
tions as a commercial organization, the 
Petrol Office’s enabling act provides that 
it “make suggestions”’ to the minister of 
commerce regarding the fixing of prices 
and the regulation of distribution, trans- 
portation, and stocks of all petroleum 
products in Turkey. In fact, this function 
has been enlarged upon in practice to the 
point that the Petrol Office not only en- 
gages in the importation and sales of pe- 
troleum products but acts as a govern- 
ment bureau in charge of regulating the 
entire industry, meaning its private com- 
mercial competitors. It also had a con- 
siderable advantage in selling to govern- 
ment departments, both in the smaller 
amount of legal “red tape’’ required of it 
in sales to the government" and in using 
its semipublic status to influence state 
(California-Texas Oil Co., Ltd 
sell at Platt’s lowest f.o.b. prices plus a cheaper 
freight differential, allegedly lowering prices by 
$7.00 a ton and saving Turkey $1,000,000 annually 
in foreign exchange. 


prove d willing to 


‘3 From a memorandum of Hazim Atif Kuyucak, 
legal counsel to Socony-Vacuum, Istanbul, dated 
spring, 1949. 

In selling to government departments, the 
Petrol Office is not subject to normal adjudication 
procedures, the decision of the purchasing com- 
mission of each department being sufficient to 
award a contract to the Petrol Office. Until recently, 
the Petrol Office (unlike private companies) was 
also exempt from the 3.3 per cent adjudication 
tax for sales to government departments. However, 
the private companies are now no longer subject to 
this tax either. 
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and municipal officials to place their busi- 
ness with it rather than with its private 
competitors. The result has been the loss 
of large public accounts—such as the 
state railway and shipping administra- 
tions, the state farms, and the depart- 
ment of roads."’ For these reasons, the 
private companies advocate putting the 
Petrol Office on an equal footing with its 
private competitors and, if it is necessary 
to have a government regulatory bureau 
for the industry, to create one in which 
the Petrol Office is subject to the same 
controls as are the private companies. 

If the facts as stated by the Petrol Of- 
fice are correct, the objectives for which 
it is alleged to have been established war- 
rant sympathy. A small country such as 
Turkey is extremely vulnerable to the 
machinations and cartel-like behavior of 
powerful, world-wide private business or- 
ganizations. Even so, one can quarrel 


with the particular solution chosen. If 
Turkey had adequate laws against col- 


lusive practices, rigorously enforced 
against foreign and domestic companies 
alike, the need for direct government in- 
tervention would be considerably les- 
sened.” Public competition or even com- 
plete nationalization might then be the 
second and third lines of defense, not the 
first. Furthermore, if public competition 
is resorted to, every effort should be 
made to eliminate any basis for the 
charge of discriminatory treatment as be- 

's Retail gasoline sales are, of course, of negligible 
importance except in a few major citi’s. In 1949 
Turkey had only 11,300 trucks, 7,950 passenger 
automobiles (including taxis), 2,540 buses, and 
perhaps 5,000 farm tractors. The present highway 
program calls for 22,000 kilometers of all-weather 
highways by 1957 

6 Pooling arrangements, such as that allegedly 
practiced by the foreign oil companies in Turkey, 
were a common industrial practice in the United 
States during 1870-90. But, with all its short- 
comings, the Sherman Antitrust Act of 1890 quickly 
put an end to such overtly collusive and monopolis 
tic practices. 
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tween public and private enterprise. The 
only justification for public competition 
is to provide an accurate measuring rod 
by which to judge the reasonableness of 
the costs, prices, and profits of private 
enterprise. Such “yardstick’’ competition 
is meaningless if the public and private 
enterprises are not forced to operate un- 
der comparabie regulations and condi- 
tions. In so far as possible, therefore, the 
Turkish government should avoid dis- 
crimination between public and private 
enterprise both in the allocation of scarce 
state-dominated supplies and in the 
awarding of government purchase orders. 
There is some reason to hope that the 
new government—which won power in 
1950 on a platform of encouraging pri- 
vate enterprise—may attempt to do so. 


DISTRIBUTION OF DURABLE GOODS 

For the most part, Turkey still must 
import the durable producers’ and con- 
sumers’ goods which are consumed in the 
country. Farm and factory machinery, 
automobiles, trucks, tires, electrical ap- 
pliances, and sewing machines—to men- 
tion a few—originate almost wholly out- 
side of Turkey. Because of the severe 
limitations which existing purchasing 
power and import controls place on vol- 
ume of sales, few large foreign companies 
have established their own sales offices 
and distributing branches in Turkey. 
Rather, they usually choose a particular 
Turkish firm to serve as their authorized 
representative. This representative, who 
may either buy their products outright 
or sell them on a commission basis, is re- 
sponsible for selling and distributing 
their products throughout the country. 
However, the foreign companies often 
give their Turkish distributors advice on 
sales organization and merchandising 
techniques. This helps the distributors to 
take advantage of the manufacturers’ 
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own long experience and to exploit more 
fully the good will carried by world- 
famous makes and brand names. 

While these manufacturer aids to 
dealers undoubtedly make for better- 
organized and more efficient distribu- 
tion, the relatively small volumes of sales 
of each product are a strong limiting fac- 
tor on both sales and service. First, spe- 
cialization on the distribution of a par- 
ticular product is generally impossible, 
since a diversity of products is essential 
to the busimess success of both national 
and local distributors. As a result, the 
national representative of an American 
truck firm may also have to represent a 
British diesel-engine company, a French 
tire company, and other foreign firms in 
order to handle his foreign-exchange 
problems more easily and make a profit. 
Similarly, although he may have a dozen 
local retail distributors of one or more of 
his products in the interior, each of them 
in turn may sell durable products as di- 
verse as automobiles, radios, refrigera- 
tors, farm machinery, etc. As a result of 
the strict rationing of imports of such 
durable goods, distributors thus tend to 
be little more than order-takers. Even 
without the display of goods or sales pro- 
motion, more goods can be sold than im- 
port licenses are available to cover. Fur- 
thermore, very exacting credit terms can 
be laid down."’ Asa result, intensive sales 
effort is neither necessary nor profitable. 

Second, the servicing of imported du- 
rable goods is a perennial problem. Local 
distributors usually try to carry spare 
parts but rarely provide mechanical serv- 

'? According to the Turkish representative of 
an American heavy-truck firm, his truck sales in 
1949 were 44, as compared with 200 in 1947. He 
cannot make a ‘‘profit”’ on annual sales of less than 
100-150 trucks, but he could sell 300 a year with 
free-dollar exchange. For the few trucks he is per 
mitted to import and sell, he requires a 50 per cent 


down payment (on a delivered price of $5,300 
$7,000), and the balance in only nine months 
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ices as well. Independent mechanics, and 
machine shops with equipment and staff 
competent to make major repairs, are 
few and scattered."* This problem has 
come to the fore in connection with the 
recent large imports of farm machinery 
financed by loans from ECA. The result- 
ing increase in the number of tractors has 
been too rapid for mechanical service and 
stocks of spare parts fully to keep pace." 
But the farm-machinery manufacturers 
and their Turkish representatives appear 
to be making an honest effort to improve 
this situation. For example, the largest 
supplier of farm machinery in Turkey is 
importing selected spare parts to the ex- 
tent of 20 per cent of the original value of 
all machines it imports and is construct- 


ing a few well-equipped and competently 
staffed service centers in such strategic 
cities as Konya. One of the smaller sup- 
pliers is seeking to limit its sales of equip- 


ment to territories in which it can pro- 
vide adequate service facilities and has 
unsuccessfully tried to get farmers 
throughout Turkey to register their 
equipment by make, type, and model to 
facilitate the stocking of spare parts. 
There are some complaints that the gov- 
ernment’s limitation on selling prices (20 
per cent markup over c.i.f. cost price) 
leaves too small a net return to finance 


‘8 In one important provincial capital in south 
eastern Turkey, an excellent and well-equipped 
machine shop has been built up from scratch by a 
very competent and enterprising mechanic. How 
ever he feels inhibited from further expansion (either 
by the fact that, should he add 
one more to his present four employees, his taxes 


there or elsewhere 


would increase out of all proportion 


9 By mid-19s51 there were expec ted to be 10,000 
tractors in Turkey as compared with 3,200 (2,000 
serviceable) in 1948. The Marshall Plan will account 
for 6,000, and non—Marshall Plan imports and sales 
for 2,000, of the new tractors. Given Turkey’s small 
number of even moderately large farms, this should 
approximate the saturation point until a significant 
amount of land consolidation has taken place—a 
development that hardly seems imminent. 
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adequate expansion of services. Thanks 
to ECA aid, however, dealers’ credit? 
and import-license problems are at a 
minimum. Nonetheless, the uncertain- 
ties of the future, created by the prospec- 
tive end of Marshall Plan aid in 1952, are 
a barrier to a full expansion of service 
facilities. 

Although they are still exceptions, cer- 
tain foreign companies have gone much 
further in establishing their own distrib- 
uting and servicing facilities in Turkey. 
For example, Singer Sewing Machine 
Company has distributed in Turkey for 
more than sixty years. Machines (75 per 
cent of which are for home use) are im- 
ported from England or the United 
Statts, assembled in Turkey, and distrib- 
uted through seven hundred employees 
and _ sales-and-service representatives. 
Singer has set up its own retail shops, 
under salaried managers, in all ‘the major 
towns and cities of Turkey. These shops 
are usually specialized, although in 
smaller towns they muy also handle non- 
competing lines of goods as well. Selling 
15,000 machines a year, Singer maintains 
central distribution shops in five cities, 
carries spare parts in all major towns, 
and uses a central training course to as- 
sure that every employee or representa- 
tive can make any necessary repairs. 
Singer depends almost wholly upon per- 
sonal salesmanship, sending special dem- 
onstrators to the most remote villages to 
teach the people how to use its machines. 
At the present time it sells family-type 
machines for a 40 per cent down pay- 


2°On his sales under the Marshall Plan, the 
equipment dealer essentially receives cash payment 
through credits extended to the farmer by the 
Agricultural Bank, with the equipment as collateral. 
However, as a cosigner with the farmer who re- 
ceives the credit, the dealer is subject to the con- 
tingent liability that, in case of the farmer’s default, 
repossession and resale of the equipment will not 
fully cover the unpaid balance. 
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ment, balance in twelve months at a 
carrying charge of 7} per cent. 

Singer has demonstrated how an ef- 
ficient and well-organized distribution 
system for imported durable goods can 
be established, even in an economically 
undeveloped country, if conditions favor 
a relatively large volume of sales. In fact, 
the very poverty of the Turkish people 
has made the sewing machine a house- 
hold necessity, while its recognized use- 
fulness to the people has brought promo- 
tional aid from public-school officials and 
favorable treatment in the granting of 
import licenses.” 

While domestic manufacturers of du- 
rable goods are relatively few in Turkey, 
some of those which do exist have suc- 
ceeded in establishing nation-wide dis- 
tribution of their products. For example, 
one Istanbul manufacturer, who has sold 
170,000 stoves in the last twenty years, 
has retail sales agents (selling for a com- 
mission of 5~10 per cent) in thirty towns 
of Anatolia, as well as some wholesale- 
retail branches of his own. Selling his 
stoves for 50 per cent down, balance in 
ninety days, he finds a considerable need 
for even nine-month (as against present 
three-month) commercial credit. He also 
complains about the burdens of high 
taxes and the social security laws, as well 
as the dearth of longer-term industrial 
credit. 


MARKETING OF FARM AND FOOD PRODUCTS 


In general, food products in Turkey 
carry a minimum of services, being un- 
graded, unpackaged, unbranded, and 
usually of relatively poor quality. Where 


#t Family-type machines, being manufactured in 
England, can be freely imported under O.E.E.C. 
arrangements. Singer’s industrial-type machines, 
being manufactured only in the United States, have 
encountered more difficulties under exchange con 
trols. However, even these have been given a rela 
tively high priority by the control authorities. 
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possible, local producers sell fresh vege- 
tables, melons, fruits, and milk directly 
to retailers or even to consumers in the 
nearest town. Fresh milk is usually 
scarce, heavily watered, and unsani- 
tary.” While local truckers (often dou- 
bling as country buyers) are beginning to 
develop, their rates*’ are as yet too high 
to displace significantly the lowly burro 
or camel for short hauls. Most munici- 
palities maintain public markets for the 
exchange of cereals, livestock, and other 
commodities, but the ministry of com- 
merce supervises twenty-seven of the 
major ones. Except in the largest cities, 
it is commonly illegal for buyers and 
sellers of certain (usually nonperishable) 
commodities to trade outside the limits 
of the established market place—reminis- 
cent of the laws against forestalling the 
supplies of grain destined for the market 
towns of medieval Europe. Standard 
grades are seldom used, prices are usually 
determined by individual bargains rather 
than by competitive bidding, and direct 
communication with other markets is not 
ordinarily maintained. 

Longer-distance movement of farm 
and food products is usually by rail or 
coastal shipping. At present high farm 
prices, state railway rates are not unduly 
burdensome to farmers.’* However, rail- 

2 According to officials of the Istanbul Chamber 
of Commerce, statistics show that 40,000 liters of 
milk are produced, and 60,000 liters sold, in the 
Istanbul area daily! The staple milk product in the 
Turkish diet is yogurt, usually made from sheep’s 
milk by methods which necessarily assure a sani 
tary product—a example of ‘‘natural 
adaptation.” 


curious 


*3In central and southeastern Turkey, truckers 
commonly charge about 16 cents per cwt. (10 cents 
a bushel of wheat) for hauls up to 20 miles. In 
European Turkey, with better roads and keener 
competition, truckers will carry farm products as 
far as 100 miles for 16-32 cents per cwt 

#4 During 1938-48 wheat prices increased nearly 
600 per cent, average freight rates only 65 per cent 
For a 250-mile rail haul, freight charges as a per- 
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way services leave much to be desired, 
particularly for livestock and perishables. 
Buyers of livestock complain about the 
lack of feeding stations for livestock in 
the long hauls across Anatolia, while 
meat and fish distributors point to the 
shortage of refrigerator cars and icing 
stations. Spoilage of fresh fruits and veg- 
etables is excessive, in part owing to the 
slowness of rail service and the lack of 
proper in-transit refrigeration in summer 
and protection against freezing in winter. 
Finally, the Railway Administration has 
sometimes refused to change its schedules 
to meet the obvious marketing needs of 
producers of perishables. Coastal ship- 
ping is particularly important to live- 
stock producers of the Northeast with 
access to Black Sea ports. Most of the 
live sheep of this region reach Istanbul 
by ship, while significant exports of live- 
stock to the Near East also depend upon 
water transportation. Watering and feed- 
ing facilities at dockside and aboard ship 
could still stand much improvement. 
Small boats also carry much of the fresh 
produce of the Marmara and Aegean re- 
gions into Istanbul. 

In so far as domestic distribution of 
farm and food products is in private 
hands, it appears to have taken on a 
fairly standard pattern for all but locally 
produced products: producer—country 
buyer—wholesaler—retailer—consumer. 
The private country buyer (commonly of 
perishables) frequently represents a com- 
mission man in the city, soliciting ship- 
ments from producers for sale on com- 
mission to either wholesalers or retailers 
In promoting supplies of livestock and 
processing milk, he often advances credit 


centage of the farm price of wheat fell from 19 to 
5 per cent (memorandum by Resat Aktan, Ministry 
of Agriculture). Meanwhile, however, the Railway 
Administration has fallen far behind in making 
financial provision for maintenance and renewal 
of capital equipment. 
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to producers who obligate themselves to 
sell through his firm at a predetermined 
commission (or price) when their prod- 
ucts are ready to market. In fresh fruits, 
he may contract for the entire crop while 
the trees are in flower, pay in advance, 
and provide for packing and transporta- 
tion; or he may accept shipments direct 
from producers for sale to retailers on a 
commission basis.?5 

Wholesalers appear to perform a bare 
minimum of marketing services. Sorting 
and grading of food products is rare. 
Little storage is provided, while retailers 
usually furnish their own delivery serv- 
ices. The prevalence of commission sell- 
ing rather than outright purchase and 
sale at the wholesale level shifts the risk 
of price changes to the producer. Apart 
from the physical assembly and dispersal 
of products, the principal function of the 
wholesaler would appear to be the fur- 
nishing of credit to producers, retailers, 
or both. Even for perishable products, 
cash sales to established retailers are ap- 
parently uncommon. For example, fresh 
meats are sold on fifteen-to-twenty-day 
credit; fresh fruits and vegetables, on 
credit until sold by the retailer. The 
shortage of credit in distribution would 
therefore appear to support otherwise 
unnecessary middlemen at times.” 

*s At first glance, these practices may appear to 
violate regulations against forestalling, previously 
mentioned. However, except for fresh fish and live- 
stock, public market regulations usually apply 
only to nonperishables. Furthermore, perishables are 
commonly produced in the more populous areas 
where shorter distances and improving communica- 
tions (including an increasing volume of truck 
transportation) are fast making the old regulations 
both obsolete and difficult to enforce. Finally, the 
almost complete lack of public credit for production 
of livestock and livestock products forces producers 
to fall back upon credit from private country buyers, 
even though their bargaining advantage is seriously 
impaired as a result. 


* For example, meat wholesalers in Istanbul. 
Producers ship their livestock to commission men at 
the public market in Istanbul. Wholesalers buy the 
live animals and immediately turn them over to 
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Usually faced with the competition of 
the omnipresent street peddler and the 
pushcart operator, retail food shops are 
typically very small, poorly stocked, and 
lacking in proper display and sanitary 
facilities. Most consumers, having no 
home refrigeration and little purchasing 
power, buy hand-to-mouth in very small 
quantities. Since consumers are also rela- 
tively immobile because of the lack of 
personal transportation facilities, there 
is a very marked multiplication of small 
neighborhood shops, without either the 
volume of business or the credit to carry 
sizable stocks or a large variety of goods. 
For perishables, the amount of waste and 
spoilage is very high. 

Bread is usually sold direct to con- 
sumers by family bakeries. The main 
component of the people’s diet, bread is 
sold unwrapped “‘right out of the oven,”’ 
there being a mad rush of purchasers 
when the bread is hot. Sugar, olive oil, 
and other staple food products are com- 
monly sold in bulk rather than in pack- 
aged form. However, packaged and 
branded Turkish food products are not 
completely unknown. For example, one 
private Izmir firm sells attractively pack- 
aged cotton-oil vegetable shortening, 
olive oil, and soaps throughout Turkey. 
It limits its sales promotion to posters, 
billboards, and personal salesmanship. 
The cheese and other milk products of a 
private firm in Bursa are also distributed 
widely in branded packages. That such 


the municipal slaughterhouse, which weighs, in- 
spects and kills the animals, puts them in cold 
storage for twenty-four hours, and delivers them to 
retailers who have meanwhile bought them from the 
wholesaler. Such a wholesaler (apart from his doubt- 
fully valid claim that he buys the best animals) 
apparently performs only one service—the accept- 
ance of a credit risk which the municipality itself 
does not wish to assume. One leading meat whole- 
saler of Istanbul claimed that, while he is legally 
entitled to a 5 per cent markup for his service, 
competition often forces this margin down to 1-2 
per cent. 
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merchandising practices are not more 
common is in large part due to low pur- 
chasing power and to the high cost of 
sugar and tin cans,’’ which are serious 
barriers to the development of substan- 
tial preserving and canning industries in 
fruits, vegetables, meats, and fish. 

The Turkish government has thus far 
participated relatively little in the whole- 
sale and retail distribution of food prod- 
ucts, although it is of considerable impor- 
tance in the assembling and storage of 
farm products. Sugar, alcoholic bever- 
ages, and tea are entirely produced or 
controlled by state monopolies. Selected 
private producers supply the state sugar 
factories with sugar beets, produced and 
assembled under the close supervision of 
the Sugar Administration. These highly 
favored peasants receive not only a very 
remunerative price but a long list of free 
production goods and services, transpor- 
tation, and credit. Tea production is 
similarly encouraged and supervised by 
the Ministry of Agriculture, which de- 
livers the green leaf to the monopoly at a 
high cost price for blending (in a 15:85 
ratio) with superior imported tea. The 
Sugar Administration does little of its 
own distributing. For example, the state 
sugar factory at Alpullu (Thrace) sells 80 
per cent of its sugar direct to private 
truckers, who take it to Istanbul, where 
they sell it to retailers. The truckers’ 
margin is limited, however, by the fact 
that retailers can purchase at the Sugar 
Administration’s wholesale depot in Is- 
tanbul at a markup of about 65 cents per 
cwt. over f.o.b. factory price. In the dis- 
tribution of alcoholic beverages, the 
state monopoly formerly sold directly to 
licensed retailers. Recently, however, it 


27 The retail price of sugar from the state factories 
iS 23-29 cents a pound. Where tin cans are used, 
they are made by very crude hand methods from 
imported tin plate in each individual canning 
factory. 
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devised a method of turning the whole- 
sale distribution of beer over to private 
firms. It did so by offering private whole- 
salers a monopoly of distribution in a 
particular district, the contract being 
awarded to that firm offering to charge 
the lowest margin (on a competitive- 
bidding basis) for performing the neces- 
sary services. The monopoly follows a 
policy of not advertising hard liquors, 
while pushing the consumption of beer 
and light wine both by advertising and 
by relatively low prices. If the consump- 
tion of hard liquors is tending to increase, 
their prices are increased by the monop- 
oly to discourage their use.” 

Through its Office of Soil Products 
(Toprak), the government handles a ma- 
jor part of the cereals marketed by Turk- 
ish farmers. It has a country-wide buying 
organization, standing ready to buy cere- 
als at prices announced shortly before 
harvest. In recent years it has purchased 
as much as 1.2 million metric tons of ce- 
reals from producers. Since 1940 it has 
built up its storage facilities to 420,000 
tons, to be increased to 585,000 tons by 
1954 through a recent International 
Bank loan. Not more than 15,000-20,000 
tons of other covered grain-storage facili- 
ties exist in Turkey. Toprak also has a 
monopoly over imports and exports of 
cereals. While Toprak is theoretically a 
“stabilization corporation,”’ its stabiliza- 
tion activities have been handicapped by 
its shortage of storage capacity (at least 
1,500,000 tons of storage capacity would 
be required for complete year-to-year 
equalization of cereal supplies) and its 
incongruous responsibilities for maintain- 
ing high price supports on cereals and for 
counteracting inflation. 

28 Bottled spring water is also an important com- 
modity in Turkey. Because of the semiarid climate 
of most of Turkey, water is considered a valuable 
commodity. Many Turks take as much pride in 
being connoisseurs of different spring waters as do 
Frenchmen with regard to wines. 
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While Toprak has the authority to op- 
erate flour mills and bakeries, in fact it 
handles cereals only from producer to 
miller, the manufacture and distribution 
of flour and bread being wholly in private 
hands. Nonetheless, the breadth of Top- 
rak’s statutory authority—recently ex- 
tended to oilseeds, rice, pulses, and other 
vegetable and animal products—is a seri- 
ous deterrent to the development of pri- 
vate enterprise in the marketing and 
processing of agricultural products. For 
example, Toprak was recently charged 
with the responsibility for establishing 
Turkey’s first modern large-scale meat- 
packing plants, cold-storage facilities, 
and fish-processing plants. These proj- 
ects, sponsored by the ECA Mission in 
Turkey, also will include improved fish- 
ing and refrigerator-transport equip- 
ment. 

Finally, the government has _indi- 
rectly entered agricultural marketing 
through the establishment of large-scale 
unions of agricultural marketing co-oper- 
atives handling certain specialty crops 
(nuts, cotton, figs, raisins, and olive oil) 
with important export markets.”? These 
co-operative unions have been imposed 
upon farmers from.above, the extent of 
the government’s financial and man- 
agerial controls making them virtually 
an arm of the government.*® Like state 
enterprises, they enjoy many special 
privileges over private business firms 
low-cost credit, tax exemptions, priorities 

29 The largest and most successful union, that 
of Izmir, had a total business of about 27 million 
dollars during 1948 and accounted for about 1o per 
cent by value of Turkey’s exports. 


© The director and vice-director of the Izmir 
union are appointed by (and considered employees 
of) the Ministry of Commerce. There are also two 
resident inspectors, one from the Ministry of Com- 
merce and one from the public Agricultural Bank. 
The members of the constituent local co-operatives 
can only nominate their manager, who must be 
appointed (if not vetoed) by the Ministry of Com- 
merce. 
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in obtaining export and import licenses 
and foreign exchange. They differ from 
outright state enterprises only in that 
any net profits revert to farmers rather 
than to the public treasury. These co- 
operative unions have undoubtedly con- 
tributed to improved market organiza- 
tion, standardization and quality im- 
provement, price stabilization, expan- 
sion of remunerative market outlets 
abroad, and enhanced farm prices. But 
their educational value in encouraging 
the development of local leadership, initi- 
ative, and responsibility is questionable. 
In any case, they include only 3-4 per 
cent of Turkey’s farm families. Finally, 
Turkish agriculture needs more efficient 
private as well as co-operative enter- 
prises in the assembling, first processing, 
and exportation of its farm products. 
Unless the special privileges of the agri- 
cultural co-operatives are reduced and 
their intimate ties to the government are 
loosened, the development of private 
competitors in their fields will continue 
to be unduly hampered. 


DISTRIBUTION OF OTHER CONSUMER 
NONDURABLES 


Of the total factory production of cot- 
ton textiles (200 million meters annually) 
in Turkey, state plants account for about 
45-50 per cent. The distribution of tex- 
tiles (yard goods) varies somewhat be- 
tween private and state enterprises. The 
private manufacturers and importers 
commonly sell to independent whole- 
salers, who in turn sell to retailers. On the 
other hand, the state factories (under the 
direction of the Sumer Bank, the public 
holding company which operates most 
state manufacturing plants) have their 
own wholesale and retail outlets in the 
major cities of Turkey.** Each of these 

3* According to a private textile manufacturer 


of Istanbul, the Sumer Bank entered wholesale and 
retail distribution to eliminate the speculative activi- 
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branches can sell up to a maximum lira 
volume of sales each year. At both whole- 
sale and retail levels, however, there are 
also private dealers who operate in com- 
petition with the Sumer Bank branches, 
selling at their own prices and obtaining 
their textiles from the public or private 
factories as they wish. 

Because of the Sumer Bank’s far more 
adequate capital resources and its em- 
phasis upon quantity rather than style, a 
certain division of labor between state 
and private enterprise has resulted. The 
Sumer Bank tends to concentrate on 
meeting the basic textile needs of the 
people at relatively low prices, while the 
private companies emphasize a higher- 
priced line of style goods where merchan- 
dising skills can be more fruitfully ap- 
plied. Nevertheless, through its constant 
propaganda, the Sumer Bank probably 
enjoys the only consumer good will for a 
“branded” product which exists in the 
textile industry.” Domestic textile man- 
ufacturers constantly complain about the 
lack of standardization of domestic cot- 
ton lint. Both state and private textile 
manufacturers have sometimes estab- 
lished their own cotton gins to obtain 
greater control over the quality of their 
raw materials.*° 


ties of private middlemen, to stop black markets, 
and to lower costs to consumers. However, by put 
ting private intermediaries out of business, they 
encouraged them to become black marketeers. More 
recently, however, ‘‘Sumer Bank has distributed 
like the private companies, following a live-and 
let-live policy.” 


# As illustrated by the extent te which retail 
shops in Turkey use the word ‘‘Sumer”’ in their shop 
names, even though they have no official connection 
with the state enterprises 


33 In the field of standardization, Turkey’s most 
pressing problem is the standardization of cotton 
including seed, ginning, pressing, packing, and 
grading. Although Turkey exported 357,000 bales of 
cotton in 1950, there will continue to be a complete 
lack of confidence in Turkish cotton abroad until 
every stage from planting to manufacturing is 
standardized. 
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The distribution of tobacco products 
by the state tobacco monopoly makes an 
interesting contrast with the private to- 
bacco industry of the United States. In 
America, competition in the sale of ciga- 
rettes has been limited to large-scale ad- 
vertising, each company concentrating 
almost wholly upon a single major brand. 
Price competition has been avoided by a 
common policy of selling at a single price, 
identical for all major brands, changed 
simultaneously up or down (as the case 
may be) by all principal companies. The 
Turkish tobacco monopoly, on the other 
hand, does not advertise tobacco prod- 
ucts, except to inform the public of the 
introduction of a new brand. It also fol- 
lows the policy of selling many brands at 
a wide range of prices (about 7-27 cents 
for twenty cigarettes), bringing ciga- 
‘ettes within the reach of most income 
groups. Under this policy, tobacco con- 
sumption in Turkey has increased from 5 
million to 18.5 million kilograms since 
1925.54 As a consequence, the Turkish 
government receives large monopoly 
profits, in lieu of the large excise taxes re- 
ceived by the American federal and state 
governments and the considerable resid- 
ual monopoly profits retained by the pri- 
vate American firms.*S 

It is doubtful that, as a result of a 

3s Thus, per capita of tobacco 
products in Turkey is 20-25 .per cent of that of the 
United States, while per-capita national income is 


consumption 


only 10 per cent as great 

SIn the United States those private profits are 
protected by the very high costs of entry which 
large-scale advertising creates and maintains and 
by the very high proportion of the excise taxes 
themselves to the final retail price, which greatly 
reduces the possible gains from price competition at 
the wholesale level. Furthermore, United 
States cigarette taxes are usually specific rather 
than ad valorem, the penalty for introducing a ciga 
rette at a price below that of the standard hrands is 
almost prohibitive (cf. William H. Nicholls, Price 
Policies in the Cigarette Industry [Nashville: Vander- 
bilt University Press, 1951], esp. chaps. xiii-xv, 
Xxix). 


since 
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state-monopolized industry, the Turkish 
tobacco consumer pays a higher price 
than if the industry were in the hands of 
one or a few private firms. While the 
quality of product at any given price 
might conceivably be improved by such 
a situation, the Turkish tobacco monop- 
oly does not appear to be particularly 
subject to criticism on quality grounds 
either. At any rate, a public tobacco mo- 
nopoly appears to be preferable to a com- 


plete private monopoly, such as charac- 


terizes most countries of the world in 
which the industry is not monopolized by 
the state. For such reasons, I feel that the 
Turkish government might well retain 
its monopoly of tobacco and alcoholic 
beverages, even though the eventual 
transfer of most state enterprises to pri- 
vate hands appears to be desirable. 

In 1950 the Turkish monopoly distrib- 
uted its tobacco products at wholesale, 
with eighteen wholesale branches of its 
own in Istanbul alone. However, it was 
planning to turn over wholesale distribu- 
tion to private enterprise on the same 
franchise basis (subject to competitive 
bidding) which, as we have already seen, 
it has found to be satisfactory in the dis- 
tribution of beer. Retail tobacco shops 
are all privately operated, being subject 
only to a small license fee paid to the mo- 
nopoly. Licenses are granted to all appli- 
cants, subject only to the restriction (not 
rigorously enforced) that such shops 
shall be at least thirty meters apart. 

The Turkish tobacco monopoly also 
has certain responsibilities in regulating 
the production, marketing, and prices of 
all domestic tobacco leaf, some 75-80 per 
cent of which is exported. Tobacco leaf 
accounts for more than one-third of the 
value of Turkish exports and is an impor- 
tant source of dollar exchange, since 
American buyers take 40 per cent by vol- 
ume and 60 per cent by value of Turkish 
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leaf exports. The tobacco monopoly pre- 
scribes the districts within which particu- 
lar types of leaf can be grown (appar- 
ently primarily for controlling quality 
rather than quantity of production) and 
fixes the official date at which leaf buying 
begins. American cigarette manufactur- 
ers either buy their leaf directly from 
producers (there are no organized leaf 
markets), standardizing it in their own 
Turkish warehouses according to their 
precise needs, or buy leaf from local mer- 
chants who standardize it under the care- 
ful supervision of their clients. In recent 
years minimum leaf prices by grades 
have been fixed annually by the govern- 
ment before leaf buying opens. Acting 
through the tobacco monopoly or tobac- 
co merchants, the government has made 
these price supports effective by purchase 
and storage. Conflicts with American 
buyers have been largely avoided, price- 


support activities having been centered 
on the lower grades, whose European 
markets have sharply contracted in re- 
cent years. 

One other widely distributed con- 


sumer good—photographic films—may 
be briefly mentioned to illustrate some 
additional problems of distribution in 
Turkey. Eastman Kodak has sold cam- 
eras and films in Turkey since 1920. It 
has a wide network of authorized retail 
representatives throughout the country. 
However, it has found it difficult to con- 
trol standards of quality in services and 
display and to prevent overcharging for 
film development. At one time Eastman 
sought to exercise this control by operat- 
ing a few retail stores itself in price-and- 
quality competition with its agents 
However, because the independent re- 
tailers of its product objected, it closed 
them down. Another problem is the 
heavy “red tape”’ involved in import reg- 
ulations, which frequently result in the 
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deterioration of sensitized goods in the 
customs warehouses while importation 
proceedings drag along. Finally, as an 
American company, Eastman also is sub- 
ject to severe competition from various 
European brands of film which do not re- 
quire dollar exchange. 


BUSINESS ORGANIZATIONS 


There are 106 chambers of commerce 
and industry in Turkey. The oldest of 
these were originally private voluntary 
organizations of businessmen, that of 
Istanbul dating from 1882. In 1925, how- 
ever, existing chambers of commerce 
were brought under government control, 
and many new ones organized under gov- 
ernment auspices. All businessmen with 
a capital of more than 5,000 lire ($1,780) 
were required to belong. Thereafter, the 
minister of commerce appointed the gen- 
eral secretary of each local chamber, who 
had veto power (subject to the review of 
the minister) over all membership deci- 
sions. Thus, the chambers of commerce 
became largely a device for government 
control over business practices and poli- 
cies rather than a channel by which pri- 
vate business interests might be made 
politically effective. It is significant, how- 
ever, that the party of Atatiirk and 
Inénii—shortly before its defeat at the 
polls in March, 1950—belatedly passed a 
law once more making the chambers of 
commerce private, autonomous organiza- 
tions, independent of government super- 
vision and control. 

During the recent war years the gov- 
ernment also organized unions of indus- 
trialists in the major cities to co-ordinate 
the policies of private and public enter- 
prises. All industrialists were obliged to 
join these semiofficial organizations. If 
conflicts arise between public and private 
members, they are settled by decision of 
the Ministry of Commerce. The forma- 
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tion, of these unions apparently repre- 
sented a first step toward the withdrawal 
of manufacturers from the chambers of 
commerce, which would thereafter be 
confined to those engaged in commerce 
and trade.** 

The extent to which the Turkish gov- 
ernment has exercised direct controls 
over business organizations has closely 
paralleled its controls over agricultural 
marketing co-operatives (see above) and 
labor unions. Such controls may have 
certain advantages in preventing the ex- 
cesses of government by private “pres- 
sure groups.”’ But they are essentially in- 
consistent with the encouragement of 
freedom of political and economic associ- 
ation and the promotion of private initia- 
tive and enterprise—particularly when 
the government is itself a major partici- 
pant in industrial production and dis- 
tribution. Hence, it is to be hoped that 
the government’s recent restoration of 
autonomy to the chambers of commerce 
will be followed promptly by similar ac- 
tion with regard to other business, agri- 
cultural, and labor organizations. 

GENERAL CONCLUSIONS 

From this comprehensive survey of 
Turkish domestic commerce and distri- 
bution, certain general conclusions 
emerge. Broadly, if not in detail, these 
conclusions are probably applicable to 
other countries in approximately the 
same stage of economic development as 
Turkey.*’ 

3% Apart from these semiofficial organizations, 
relatively small private business associations have 
existed in a few major cities. For example, the Istan- 
bul Union of Traders—with 500-600 members on a 
strictly voluntary basis—claims to be the only 
organization completely free of government control, 
hence truly representative of private enterprise. Its 
officials take a dim view of the possibility that the 
other business organizations will be able to sever 
their ultimate dependence upon the minister of 
commerce, who is held likely to favor state indus- 
try over private enterprise when conflicts arise. 


WILLIAM H. NICHOLLS 


First, of the business enterprises en- 
gaged in Turkish domestic trade, those 
with the best merchandising experience 
distribute manufactured products of for- 
eign origin. Because of strict import regu- 
lations and low Turkish purchasing 
power, however, few of them can put this 
merchandising “‘know-how’”’ to work, for 
the prospective volume of sales is too 
small to warrant the establishment of a 
well-organized, large-scale, and integ- 
rated sales-and-service organization. 

Second, in domestic private enterprise, 
small-scale operations** have usually 


37 [ have found comparisons of Turkey and Brazil 
(where I traveled extensively for nine weeks in 1947 
instructive in this regard. While Brazil and Turkey 
have about the same per capita income, the ec« 
nomically most advanced regions of Brazil are well 
ahead of those of Turkey. Brazil undoubtedly has 
richer natural resources relative to population and, 
according to most physical indexes of national well 
being (railway mileage, coal production, and culti 
vated land per capita are outstanding exceptions), is 
further along the road of economic development 
Finally, both domestic- and foreign-financed private 
ndustries are more firmly established in Brazil. In 
my opinion, Turkey’s principal advantage is a 
superior social system (in terms of a more equitable 
distribution of income and landownership), which 
has produced sturdier, more self-reliant, and vigor- 
ous individuals, particularly in the lower-income 
rural classes. Whether for this or other reasons, I 
believe that, considering how much less they have 
had to work with in terms of physical and financial 
resources, the Turks have made relatively greater 
strides toward economic development since 1920 
than have the Brazilians. In any case, except for 
much greater importance of public enterprise in 
Turkey, domestic trade in the two countries cer- 
tainly has much in common. Cf. the writer’s three 
lectures, presented in Rio de Janeiro in 1947 under 
the sponsorship of the Fundacao Getulio Vargas, 
‘Pesquisas basicas economico-sociais no Brasil,” 
Revista de pesquisas economico-sociais, March, 1949, 
PP. 7-42, esp. pp. 20-29; Rui Miller Paiva, Garantia 
de precos estaveis e remuneradores a agricultura de Sao 
Paulo Paulo: Secretaria da Agricultura, 
January, 1949) (processed), reviewed by the author 
in Journal of Farm Economics, XXXII (1950), 
223-25;and Report of the Joint Brazil—-U.S. Techni- 
cal Mission (U.S. Department of State Pub. 3487 
[Washington, June, 1949)). 


(Sao 


38 In 1950, of the businessmen registered with the 
Istanbul Chamber of Commerce and Industry (re- 
quired of all with a capital greater than $1,780), 42 
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prevailed at every stage of the produc- 
tion and distribution process. At each 
stage, the result has been a proliferation 
of middlemen, each depending upon high 
margins to offset his low turnover. There 
has as yet been little or no integration of 
the manufacturing and distributing func- 
tions, by which the economies of larger- 
scale distribution might be realized and 
unduly long marketing channels elimi- 
nated. The “bazaar psychology”’ inher- 
ited from the past, chronic inflation 
which has encouraged speculative over 
productive activity, the scarcity of entre- 
preneurial ability and longer-term cred- 
it, tax laws and government regulations 
which discriminate against private busi- 
ness investment and growth, and actual 
and potential public competition—all of 
these have discouraged more efficient pri- 
vate domestic industry and trade. 
Third, particularly in the marketing of 
farm and food products, the government 
has done little to provide the basic public 
marketing services—market and price 
information, standardization, transport 
facilities adapted to commercial needs, 
research and extension in marketing and 
prices, and the like—which are essential 
to the development of efficient and com- 
petitive private domestic trade. As a re- 
sult, it has had to intervene directly or 
indirectly in the marketing and pricing 
process to an undue degree, adding fur- 
ther barriers to the development of pri- 
vate processing and distribution. 
Finally, domestic public enterprises 
have been established and operated with- 
out adequate planning and co-ordina- 
tion. Their orientation has been essen- 
tially technological**—to manufacture 
and distribute the goods which they were 
somewhat haphazardly created to pro- 


per cent had a capital of less than $3,560, 83 per 
cent less than $17,800, and 93 per cent less than 
$35,600 
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duce, relatively insensitive to the de- 
mands, tastes, and needs of consumers.*° 
The more profitable public enterprises 
are frequently used to create small is- 
lads of special privilege for their par- 
ticular farm suppliers, workers, and of- 
ficials and to enhance the public reve- 
nues. The alternative concept of general- 
izing the benefits to all consumers through 
a low-price policy is virtually unknown- 
in part because so many other public en- 
terprises are operated at a large loss. Un- 
der such circumstances, commodity dis- 
tribution is largely a physical process, al- 
most entirely divorced from economic 
and merchandising considerations. None- 
theless, since Turkish industrialization 
has failed to generate the increases in 
purchasing power necessary to sustain it, 
the postwar period has brought a seri- 
ous accumulation of inventories which 
threatens prevailing price policies. 

In domestic commerce and distribu- 


tion, Turkey is perhaps at about the 
stage of the United States in 1820. An 
improvement in the situation must be 
largely evolutionary, however. In gen- 
eral, the development of more efficient, 


large-scale distribution must follow 
rather than precede the development of 
efficient manufacturing and agricultural 
industries, properly integrated into a na- 
tional economy. Hence, Turkey’s first 
need is to raise man-hour productivity in 
manufacturing, mining, and agriculture 
significantly. In this process, improved 
public administration and greatly ex- 
tended public services are basic essen- 
tials. Increased industrial productivity is 
a prerequisite if a variety of goods is to 

39 While Turkey is woefully lacking in ‘‘know- 
how” in almost every field of professional specializa- 
tion, it is surfeited with well-trained engineers. 

4° Their attitude reminds one of the remark, 
attributed to Henry Ford in the days of the Model 
T, that ‘‘the public can have any color of car they 
like so long as it is black.” 
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become available at prices within the 
reach of the masses of the Turkish people 
and if the integration of distribution with 
production is to be adequately financed. 

But the benefits of improved media of 
advertising and sales promotion in per- 
mitting particular private companies to 
attain economic levels of production 
should not be overlooked. Advertising in 
Turkey is in its infancy. Publicity by 
posters, billboards, and cinemas is rare; 
and no advertising is permitted over the 
state-operated radio broadcasting sys- 
tem. There are no national magazines of 
significant circulation (the English-lan- 
guage edition of the Reader’s Digest is 
said to outsell any of them), and no 
Turkish newspaper had a circulation in 
excess of 35,000 in 1947. Less than 40 per 
cent of the people are literate; but, with 
improvements in education under way, 
the circulation of newspapers and maga- 
zines should gradually increase, offering 
a more effective channel for sales promo- 
tion. Meanwhile, radio advertising of 
private brands (subject to control over 
the types of product advertised and the 
accuracy of advertisers’ claims) might 
well be permitted by the government as 
a contribution to the growth of private 
enterprise.” 

Finally, Turkey might well study the 
experience resulting from the establish- 
ment of large retail stores by Sears Roe- 
buck in Brazil and Mexico. Not only has 
this firm revolutionized native ideas of 


4" In 1948 there were only twelve radio receiving 
sets per 1,000 people in Turkey. However, a large 
percentage of these sets are probably in coffeehouses 
and other public places, where the number of lis 
teners per set is large 
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merchandising and price policy, but it 
has organized numerous successful man- 
ufacturing enterprises to supply the 
needs of its new stores from local rather 
than foreign sources. In my opinion, sub- 
ject to legitimate safeguards, Turkey 
should seek out and welcome private for- 
eign capital interested in large-scale dis- 
tribution, based upon the principle of 
offering a wide range of goods at the low 
prices made possible by rapid turnover. 
The Turkish government could by now 
undoubtedly relax many of its regula- 
tions vis-a-vis foreign-owned business en- 
terprises without risking the return of 
economic domination by foreign nation- 
als of which it still has such bitter memo- 
ries. 

In domestic trade, as in other fields of 
its economy, Turkey is still at a very 
early stage of development. Thus far, its 
principal achievement has been to throw 
off the heavy shackles of the past. In at- 
tempting to industrialize under forced 
draft, its mistakes have been numerous, 
but they have been honest ones. Its ex- 


periments with public enterprise have 
been pragmatic and expedient rather 


than ideological. No country has a 
greater will to progress socially and eco- 
nomically. There is reason to believe that 
the Turkish people will welcome sincere 
and disinterested guidance in making 
their aspirations a reality. As one of the 
most vigorous young members of the 
family of free nations, the Turkish Re- 
public clearly deserves a helping hand 
from the economically more advanced 
democracies. It is to be hoped that we 
shall measure up to our responsibility. 








EXCESS-PROFITS TAXATION IN THE UNITED-STATES 
GEORGE E. LENT’ 
Washington, D.C. 


iE changing concept of excess 
profits since 1917 reflects the 
changing social and economic 
philosophy toward American business 
and provides an appropriate background 
for analysis of the main provisions of 
the Excess Profits Tax Act of 1950. 


OPPOSING THEORIES OF EXCESS-PROFITS 
TAXATION—1916-50 

The most significant trend is reflected 
in the choice between two fundamentally 
opposing types of excess-profits taxation. 
One, technically known as a war-profits 
tax, is designed to recapture the excess 
over some normal peacetime experience 
of the individual corporation. The other, 
frequently identified as a high-profits 
tax, is based on the excess over some 
presumed reasonable standard rate of 
return on invested capital.” 

World War I high-profits taxation. 
The excess-profits tax of March 3, 1917, 
was preceded by the munition manu- 
facturers’ tax of September 8, 1916. This 
was a supplementary levy of 123 per cent 
on profits attributable to war production, 
which survived the year 1917 at a re- 
duced rate of 1o per cent. The more 
sophisticated measure of March, 1917, 
levied a tax of 8 per cent on the profits 
of all corporations and partnerships in 
excess of 8 per cent of invested capital. 

' This article does not necessarily reflect the views 
of the United States Treasury Department, with 
which I am associated. 

? For an extended comparison of these two prin- 
ciples see J. R. Hicks, U. K. Hicks, and L. Rostas, 
The Taxation of War Wealth (Oxford: Oxford Uni- 
versity Press, 1941), Part IT. 


The high-profits principle was initially 
accepted by the Congress with little 
question. This choice appears to have 
been influenced principally by its po- 
tential role as a permanent part of the 
revenue system.’ According to Adams, 
there were some who regarded it as a 
means of punishing the profiteer and of 
checking the monopolist, but its princi- 
pal supporters regarded it as a solution 
to the perplexing problem of adapting 
the progressive income tax to business 
firms. Some precedent for this structure 
was found in the first modern state in- 
come tax of Wisconsin, adopted in 1911, 
which varied the tax rate with the rate 
of return on assessed valuation of prop- 
erty employed. The first Canadian ex- 
periment with a corporation income 
tax, enacted in 1916, was also based on 
the high-profits principle. 

With the entrance of the United 
States into the war on April 8, 1917, 
the March levy was superseded by the 
greatly stiffened excess-profits tax of 
October 3, 1017. The Committee on 
Ways and Means retained the high- 
profits principle of the former law, and 
it was adopted by the House with little 
debate. However, hearings before the 
Senate Committee on Finance cisclosed 
considerable opposition to the invested- 
capital provision. Impressed by the 
problems inherent in the valuation of 
business investment, the committee re- 
jected the House bill and proceeded to 

’T. S. Adams, ‘‘Theory and Practice of the Ex 
cess Profits Tax,” Quarterly Journal of Economics, 
May, 1921, pp. 364-67. 
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draft a measure based completely on the 
war-profits theory, using the years 1911- 
13 as a standard.‘ This measure was 
sharply attacked by those who charged 
that the tax favored large business and 
penalized farmers and others with de- 
pressed prewar earnings.’ Opposition 
gained such strength that the committee 
bill was quickly withdrawn and replaced 
in a fortnight by a compromise draft. 
This draft ingeniously merged the in- 
vested capital with the war-profits 
standard by relating the excess-profits 
tax to the average rate of return earned 
by each corporation during the base 
period. However, a floor and a ceiling 
rate of return were provided so that 
corporations with earnings in the taxable 
year of less than 6 per cent of investment 
were exempt and those in excess of 10 
per cent of invested capital were subject 
to a graduated rate. The final bill re- 
vised the minimum and maximum rates 
of return to 7 per cent and 9 per cent, 
respectively, and varied the 
profits tax rate from 20 per cent on net 
income up to 15 per cent of invested 
capital to 60 per cent on net income 
over 33 per cent of investment. While 
this tax appealed to the earnings ex- 
perience of each business between these 
limits of 7 and g per cent of invested 
capital, it was in reality a high-profits 
tax. 

Impelled by the need for additional 
revenue and the belief that many cor- 
porations were escaping taxation on 
profits induced by the war, early in 1918 
the Treasury Department urged the 
adoption of a “real war profits tax to be 


excess- 


4 The committee stated that ‘‘the fundamental 
difficulty in assessing a tax based on these lines [as 
provided in the House bill] arises from the difficulty 
of establishing a standard or measure of the amount 
of capital invested” (Senate Report No. 103 [65th 


Cong., rst sess.], p. 5) 


5 Congressional Record, LIV, 6046-69 
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levied on all war profits . . . super- 
imposed upon the existing excess-profits 
tax in such a way that the taxpayer 
would be required to pay whichever tax 
is the greater.’ It was argued that the 
high rates of tax necessitated by revenue 
requirements were compatible only with 
the recapture of windfall profits arising 
from war activities and that any increase 
in rates on the existing structure would 
intensify the inequities inherent in the 
valuation of invested capital. Since big 
business tended to be overcapitalized, 
the excess-profits tax was believed to 
fall more heavily upon small business.’ 

The bill reported by the Committee 
on Ways and Means incorporated the 
Treasury recommendation of an alter- 
native war-profits tax of 80 per cent, 
with the taxpayer required to pay the 
higher levy.’ The statutory invested 
capital rate was also revised to a flat 8 
per cent. The Senate Finance Committee 
recommended a single war excess-profits 
tax which was mathematically equiva- 
lent to the House plan by including the 
war-profits tax of 80 per cent in the 
highest bracket of a combination sched- 
ule. Before the bill was enacted, in Feb- 
ruary, 1919, the war had ended; hence 
the war-profits tax was restricted to the 
year 1918. The high-profits principle 
thus prevailed, and the war-profits prin- 
ciple saw only limited application during 
World War I. 

In accordance with the original de- 
sign, President Wilson, in his message 
to Congress of May 20, 1919, recom- 
mended that the excess-profits tax be 
made a part of the permanent tax sys- 


6 Annual Report of the Secretary of the Treasury, 
1918, pp. 47 and 49 


? Hearings before the Commitiee on Ways and 
Means, Revenue Bill of 1918, pp. 1979-80 


® House Report No. 767 (65th Cong., 2d sess.). 
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tem.’ But six months later, the Secretary 
of the Treasury, Carter Glass, recom- 
mended its elimination or reduction.’ 
Secretary Houston, who succeeded Glass 
early in 1920, advocated its replacement 
with a compensatory tax on corpora- 
tions, such as an undistributed profits 
tax." New tax legislation was delayed 
until the advent of the new administra- 
tion, when Secretary Mellon urged the 
retroactive repeal of the excess-profits 
tax as of the end of 1920 and partial sub- 
stitution of an increased normal tax 
rate.” The excess-profits tax survived 
until the end of 1921, however, when the 
corporation normal rate was raised from 
10 to 12.5 per cent. 

World War IT excess- profits taxation. 
Interest in excess-profits taxation was 
revived in the 1930’s. The War Policies 
Commission recommended in 1932 that 
in the event of war a flat 95 per cent tax 
should be imposed on the excess income 
of individuals and corporations over the 
income of the last three prewar years." 
In 1935, however, a Special Committee 
on the Investigation of the Munitions 
Industry (the Nye Committee) recom- 
mended an excess-profits tax with rates 
graduated according to the rate of prof- 
its on the adjusted declared value of a 
corporation’s stock, with a top rate of 
100 per cent on profits over 6 per cent." 


* Congressional Record, LVIII, 41-42. 

‘© Annual Report of the Secretary of the Treasury, 
IgTQ, p. 24. 

*« Annual Report of the Secretary of the Treasury, 
1920, p. 32 

Letter from Secretary Mellon to chairman of 
Committee on Ways and Means, August 10, 1921 
(Annual Report, 1921, p. 370) 

'§ House Doc. No. 264 (72d Cong., 1st sess.), p. 3 

4 Senate Report No. 944 (74th Cong., 1st sess.), 
Part II. A declared-value excess-profits tax of this 
character was enacted by the National Industrial 
Recovery Act of 1933, with a rate of 5 per cent on net 
income in excess of 124 per cent of the declared 
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The choice between a high-profits and 
war-profits tax was the real issue over 
which the enactment of the World War 
II tax was initially debated. As adopt- 
ed by the Second Revenue Act of 1940, 
it represented a victory for the adherents 
to the war-profits principle, with excess 
profits measured primarily by reference 
to the corporation’s earnings experience 
between 1936 and 1939. Despite strong 
condemnation of an invested capital 
base, it was nevertheless found suitable 
to the provision of a minimum credit 
designed to protect corporations with 
inadequate base-period earnings. 

The Treasury Department was the 
principal proponent of the invested cap- 
ital approach. Its prototype was the 
World War I plan, but with a somewhat 
larger spread between the floor and 
ceiling rates, ranging between 4 per cent 
(6 per cent for small corporations) and 
10 per cent of invested capital. This was 
essentially a high-profits tax. The Joint 
Committee Staff opposed this approach 
and offered a plan based on the excess 
over absolute earnings realized in the 
base period, without reference to return 
on investment. The Committee on Ways 
and Means adopted the staff recommen- 
dation but supplemented it with an 
alternative invested capital credit equal 
to 8 per cent on capital, which could be 
used by a taxpayer with a low prewar 
earnings base. Although this combina- 
tion is commonly regarded as a com- 
promise with the Treasury proposal, it 
jettisoned the high-profits principle 
which was vital to the Treasury plan." 
The Senate adopted a modified House 


value of capital stock. This tax was revised by sub 
sequent legislation and finally repealed as of July 1, 
1045 

's In the words of one of its chief sponsors, ‘‘the 
heart was cut out of the Treasury plan” (R. Blough, 


‘‘Measurement Problems of the Excess Profits 


Tax,” National Tax Journal, 1 (1948), 356) 
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plan with little dissent except that of 
Senator La Follette, who denounced it 
as “highly objectionable” for its gener- 
ous treatment of the corporation with 
high base-period earnings.” As finally 
approved, excess profits were measured 
primarily by reference to 95 per cent of 
average 1936-39 earnings, with some 
adjustments for growth and abnormali- 
ties. An alternative invested capital 
credit was provided of a flat 8 per cent 
on equity and borrowed capital. 

When hearings on tax revision were 
called six months later, the Treasury 
continued to press for a high-profits tax. 
In urging reconsideration of its original 
plan, the Treasury suggested that ‘‘tax 
rates be graduated in accordance with 
the rate of return on invested capital, 
starting with a low initial rate.’’*’ This 
graduated schedule would replace the 
flat credit of 8 per cent of invested capi- 
tal which enabled many large corpora- 
tions to escape excess-profits taxes en- 
tirely, despite substantial wartime in- 
creases in profits."® 

The suggestion of a high-profits tax 
found no more favor with the Committee 
on Ways and Means than previously. 
The committee justified retention of a 
war-profits tax in general because it 
avoided the discriminatory effects im- 
plicit in the valuation of capital invested 
at different price levels and because of 
other valuation problems."® It neverthe- 
less accepted such valuations for purpos- 
es of the minimum alternative invested- 
capital credit, which was reduced to a 
statutory rate of 7 per cent on invest- 
ment over $5,000,000. The Senate con- 

6 Senate Report No. 2114 (76th Cong., 3d sess.), 
Part II. 


'? Hearings before the Committee on Ways and 
Means on Revenue Revision of 1941, U1, 1338. 

18 Tbid., p. 1337- 

19 House Report No. 1040 (77th Cong., rst sess.), 
Pp. 23. 
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curred with the basic outlines of the 
House bill. 

The outbreak of war in December, 
1941, did not alter the basic approach to 
the taxation of excess profits, and the 
1940 structure remained in _ effect 
throughout the war. Invested-capital 
rates were subsequently graduated from 
8 per cent on the first $5,000,000 to 5 per 
cent on investment over $200,000,000, 
tax rates were substantially increased, 
and other adjustments were introduced. 
But no further attempt was made to 
limit corporation profits to any standard 
rate of return on investment. The excess- 
profits tax continued to be a war-profits 
tax with an invested-capital credit set- 
ting a floor below which the earnings 
credit could not fall. With the end of 
the war, the excess-profits tax was 
quickly repealed (October, 1945), so as 
to remove its possible deterrents to 
peacetime production. 

The Excess Profits Tax ct of 1950. 
Re-enactment of excess-profits tax legis- 
lation in 1950 was notable for the ab- 
sence of any attempt to revive the high- 
profits principle despite the extraordi- 
narily high level of profits during the 
1946-49 base period with reference to 
which excess profits were measured.”° 
Between 1946 and 1949, for example, 
manufacturing corporations reporting 
to the Securities and Exchange Com- 
mission earned an average of about 22.7 
per cent on their net worth, before in- 
come tax, compared with only 10.5 per 
cent during 1936-39." Earnings after 


7°Tt is noteworthy in this connection that in 
January and July, 1948, the administration proposed 
the enactment of a peacetime excess-profits tax 
based on the high-profits principle. This would be 
the only type of profits tax appropriate to peacetime 
conditions. 


71 Securities and Exchange Commission, Survey 
of American Listed Corporations, 1936-47, and spe- 
cial tabulation, 1948-49. 
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income tax averaged 13.7 per cent and 
8.6 per cent of net worth for the respec- 
tive periods. The wide dispersion of 
corporation profits might also have 
justified some move in this direction. 
In 1947, for example, 55.2 per cent of 
corporations listed on securities ex- 
changes earned more than 25 per cent 
(before income tax) on their net worth, 
compared with only 9.2 per cent earning 
over that rate in 1939. 

The Treasury proposed measuring 
excess profits with reference to 75 per 
cent of the average three highest base- 
period years, 1946-49.” It justified this 
“cutback” (enacted at 85 per cent) by 
the abnormally high level of postwar 
earnings and the choice of the three best 
years. An alternative invested-capital 
credit was suggested to provide a floor 
similar to that of the World War II 
measure. These proposals were sup- 
ported by the Joint Committee Staff 
and adopted by the Congress in the Ex- 
cess Profits Tax Act of 1950, enacted 
January 3, 1951. 

The war-profits type of excess-profits 
tax adopted was dictated primarily by 
the objective of recapturing inflated 
profits arising from the outbreak of the 
Korean war and subsequent rearmament 
expenditures.*? The pattern was in fact 
largely set by a bill introduced earlier 
in the year by Senator O’Mahoney, 
which originally provided for an earnings 
base with an 80 per cent cutback. Ex- 
pediency counseled a tax patterned on 
the World War II measure, repealed 


# Statement of Secretary Snyder before the Com- 
mittee on Ways and Means, November 1s, 1950. 


*3 The Senate Finance Committee, for example, 
reported that ‘“‘your committee conceives of this 
tax as primarily a tax on increased profits due to the 
outbreak of hostilities and to large military expendi- 
tures. This accounts for the primary emphasis upon 
the average earnings base” (Senate Report No. 2679 
[81st Cong., 2d sess.], p. 3). 
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only five years previously. Since busi- 
ness was apprehensive over any perma- 
nent excess-profits tax implied by the 
invested-capital approach, little sympa- 
thy for the high-profits principle could 
have been aroused in Congress. 


THE MEASUREMENT OF WAR PROFITS 


The war-profits 
*“nor- 


Base-period income. 
principle is based on 
mal’’ standard of profits which would 
have been earned in the absence of 
defense- or war-induced expenditures. 
In practice the profit experience of a 
corporation during a three- or four-year 
period prior to enactment of the tax is 
taken as a measure of normality. The 
pre-World War I base period 1911-13 
was selected ostensibly to isolate rear- 
mament expenditures reflected in 1914- 
16 profits. The World War II base 
period was the four years 1936-39 which 
immediately preceded the 1940 act but 
slightly overlapped the outbreak of war 
in 1939. Despite strong sentiment for 
the elimination of 1946 and the inclu- 
sion of at least half the year 1950, the 
base period of the present tax was 
limited to the four years 1946-49. 

Unlike the previous acts, the act of 
1950 eliminates the lowest year of the 
base period for purposes of computing 
the average earnings credit. This con- 
cession was dictated in large measure 
by the uneven pattern of corporation 
earnings. Because of reconversion and 
serious strikes, the profits of heavy 
industries in 1946 were depressed, while 
soft goods industries enjoyed unusually 
high earnings. The fact was overlooked 
that depressed 1946 profits attributable 
to delays in resuming peacetime produc- 
tion were fully compensated for by 
extraordinarily high profits during the 
balance of the period, as in the case of 
the automobile industry. But the choice 


some 
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of the three best years was thought to 
minimize further demands for special 
relief which characterized the wartime 
tax. (Special relief was nevertheless 
provided by Section 442 for abnormali- 
ties not otherwise accounted for in the 
poorest year, as well as by other sections 
of the act.) Relief demands were further 
propitiated by the treatment of deficits 
in any base-period year as zero rather 
than recognizing them as a normal 
incident of business enterprise. Some 
precedent for this treatment is found 
in a similar treatment during World 
War | and the adjustment of low-income 
years during World War LI. 

On the other hand, only 85 per cent 
of average base-period earnings was 
allowed as a credit. Some precedent for 
this practice is found in the World War 
II credit of 95 per cent of base-period 
earnings. At that time, however, this 
adjustment was designed to give greater 
parity of treatment with the invested- 
capital standard.** In adopting the 15 
per cent cutback, the Congress carried 
out the Treasury’s suggestion (originally 
25 per cent) which was rationalized by 
the unusually high level ef profits in the 
base period.’’ This technique broadened 
the base of the excess-profits tax as 
an alternative to higher rates neces- 
sary to realize a given revenue goal. 
In effect, however, the cutback 
equivalent to an increase in income tax 
which rests more lightly on the firm 
suffering a decline in earnings. By the 
same token, the more current earnings 
increase over the base period, the lower 
the effective rate of tax.” 

Limitations of the war-profits approach. 

‘Absolute earnings of some prior base 


is 


*4 House Report No. 30: 
p. 48 

* See House Report No 
sess.), p. 2. 


12 (76th Cong., 3d sess.), 
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period is at best a crude approximation 
to “normal”’ profits. Eloquent testimony 
to this belief is implicit in the general 
relief provisions of the various acts. The 
design of the World War I high-profits 
tax minimized adjustments of this char- 
acter because of the limited scope of the 
earnings credit. However, the World 
War II tax opened a Pandora’s box of 
corporate ills in Section 722, the catch- 
all relief section, leaving hope of their 
recognition in the lap of a special Excess 
Profits Tax Council which administered 
relief after 1944. Dissatisfaction with 
this discretionary system led to the 
adoption of so-called automatic relief 
provisions in the 1950 act; these provide 
for adjustment of base-period abnormali- 
ties arising from unusual interruptions 
in production, changes in products, in- 
crease in production capacity, and other 
factors. If a firm meets the specific tests 
set up for any such type of abnormality, 
it is permitted to substitute earnings 
based on the yearly average rate of 
return for its industry. 

While possessing considerable merit, 
the reasonableness and workability of 
these tests remain to be seen. One du- 
bious provision of this sort applies to an 
entire industry which is presumed to 
be “depressed’”’ during the base period 
if its postwar rate of return falls below 
63 per cent of its average 1938-48 
earnings. All firms in the industry are 
thereby entitled to substitute an earn- 
ings credit based on 80 per cent of the 
average industry rate of return over the 
entire period, including the profitable 
war years. One such depressed industry 

* The rate of tax attributable to the 15 per cent 
cutback rises from zero at current earnings 85 per 
cent or less of the base-period average, to a peak of 
4.5 per cent at 100 per cent of this average. But 
above this level it declines with an increase in earn- 
ings over the base period, and at the ceiling rate 
amounts to about 1.8 per cent of earnings 
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is the machine-tool business.?7 When 
one considers that this industry earned 


an average rate of 31.1 per cent on net 


worth during 1946-49 the word “de- 
pressed” takes on a new meaning.” 

Rapidly growing businesses would 
also be penalized by an average of their 
base-period earnings. During World War 
II growing firms, regardless of size, were 
entitled to a “growth formula” which in 
many cases permitted a credit equal to 
the highest earnings at the end of the 
period. Because of the rapid industrial 
expansion which characterized the post- 
war period, qualification for a similar 
growth test would have been the rule 
rather than the exception. Some re- 
straint was therefore shown in the limi- 
tation of its benefits to firms with 1946 
assets below $20,000,000, so as to in- 
clude most television manufacturing and 
other rapidly growing industries. It was 


largely because of the artificiality of an 
absolute earnings standard, unrelated to 
growing investment, that the need for 
a growth adjustment arose. Had the 
earnings credit been based on a firm’s 
average rate of return on investment 
during the base period, instead of its 


absolute earnings, such adjustment 
might have been obviated. 

The 1950 act gives recognition to in- 
creased investment during the base 
period by an increase in the earnings 
credit equal to 6 per cent and 12 per 
cent, respectively, of capital additions 
made in 1948 and 1949. Originally de- 
signed primarily to adjust for the lag 
of public utility earnings behind new 

27 Other depressed industries include manufacture 
of engines and turbines, shipbuilding, manufacture 
of wines, photographic studios, telegraphic com 
munications, air transportation, and aircraft manu- 
facturing 

28 Compiled from SEC data. According to these 
data, the average rate of return of listed companies 
during the war was 50.5 per cent. 
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investment,’ this adjustment was never- 
theless retained when the alternative 
credit for public utilities was later intro- 
duced. This provision is largely gratui- 
tous where expansion of current assets 
such as inventories and accounts re- 
ceivable goes hand in hand with in- 
creased volume of business and is clearly 
unwarranted where such “investment” 
is represented by nothing more than an 
accumulation of cash or government 
securities.*° 

A standard based on absolute earn- 
ings in the base period rapidly grows 
obsolete unless provision is made for ex- 
pansion (or contraction) of business in- 
vestment in the taxable years. This was 
a serious limitation of the World War II 
tax which was remedied by the 1950 
act. During World War II, adjustment 
of the basic earnings credit was allowed 
only for new capital contributed to the 
business by sale of stock or paid-in sur- 
plus. The present law recognized this 
defect by permitting an increase in ex- 
cess-profits credit for capital additions 
in the current year arising from undis- 
tributed earnings and borrowed capital, 
as well as stockholders’ contributions, 
at a basic rate of 12 per cent. 

It is debatable whether reinvested 
earnings should be treated on a parity 
with capital-stock contributions. The 
former represent “‘costless funds’’ to the 
corporation which are invested more or 
less automatically, whereas the latter 
usually entail flotation costs." Differen- 

29 House Report No 81st Cong., 2d sess.), 
pp. 5-6 

3° The Treasury Department urged modification 
of the law to limit the credit for base-period capita! 
additions to increases in productive assets, but this 


3142 


suggestion was not heeded (Statement of Secretary 
Snyder before the Senate Committee on Finance, 
December 4, 1950 

3! Over the five-year period 1945-49 the average 
cost of flotation of common stocks was 9.6 per cent 
(SEC release of April 23, 1951) 
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tiation is further justified because un- 
distributed profits escape the individual 
income tax, as compared with funds 
from sale of stock which presumably 
have been through the individual income 
“tax mill.’’ The present credit also gives 
an incentive to tax avoidance by post- 
ponement of dividends to more than 
sixty days beyond the beginning of the 
taxable year, the time limit which was 
calculated to restrict this abuse. The 
result has been a substantial rearrange- 
ment of dividend schedules by American 
corporations. 


THE CONCEPT OF INVESTED CAPITAL 


Valuation problems: historical cost ver- 
sus current value.—How to mitigate the 
inequities introduced by wide disparities 
in the valuation of corporation assets 
was the principal dilemma encountered 
in the enactment of a high-profits tax in 
1917. At that time the valuation contro- 
versy was colored by the merger move- 
ment which witnessed the combination 
of many separate businesses into corpo- 
rate giants with highly inflated values. 
To recognize such values for excess- 
profits tax purposes would place a pre- 
mium on stock ‘‘watering”’ and discrimi- 
nate against the conservatively capi- 
talized business. Reorganizations were 
also being undertaken in anticipation of 
the tax in order to write up the book 
values of assets. 

Debate over the invested capital 
standard focused on two alternative solu- 
tions to this discrimination. One alterna- 
tive was the historical cost of the prop- 
erty; the other was its valuation as of a 
recent date. Either solution would have 
achieved some parity of treatment, but 
neither was free from defects. Sharp 
cleavages between these opposing views 
persisted throughout the period of the 
tax. 
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The original cost theory was advanced 
in the bill of March, 1917.7 There were 
considerable doubts over its validity, 
and the chairman of the Ways and 
Means Committee conceded that “it 
may be the proper thing to fix the valua- 
tion of assets turned over, instead of 
cash, as of March 1, 1913, the date of 
the income tax proclamation.’’*} Wit- 
nesses testified before the Senate Finance 
Committee that the cash-value approach 
would not eliminate the “unearned in- 
crement”’ capitalized by many compa- 
nies and argued for the substitution of 
a “fair-value”’ basis which would give 
the same opportunity to all. 

Attacks on the historic cost principle 
were revived with the reopening of hear- 
ings by the Senate later in 1917. Con- 
vinced of its discriminatory effects and 
of the impracticability of any attempts 
to curb its abuses, the Finance Com- 
mittee reported out a bill based com- 
pletely on the war-profits standard. In 
justification of this radical step, the 
committee argued that the House pro- 
visions to prevent inflation of capitali- 
zation were ineffectual. “The familiar 
way of watering stock of a corporation,” 
it reported, “‘is almost impossible to de- 
tect and counteract’; and any such 
attempts “‘must lead to dispute and 
contest and must be productive of much 
litigation.’ However, the historic cost 
standard was retained when the Senate 
indicated its preference for a high-profits 
tax. Attacks on this theory continued 

#2 Section 202 of the bill reported by the Com- 
mittee on Ways and Means defined invested capital 
as: ‘‘actual cash paid in, (2) the actual cash value, 
at the time of payment of assets other than cash 
paid in, and (3) paid in or earned surplus and un 
divided profits used or employed in the business” 
(Revenue Laws, House Doc. Neo. 379 [65th Cong., 
rst sess., 1917]). 

33 Congressional Record, LIV, 2269 

34 Senate Report No. 103 (65th Cong., 1st sess.), 


p- 5- 
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in 1918, when its critics pointed out the 
inequity of allowing a standard rate of 
return on capital contributed to a declin- 
ing business whose value had disap- 
peared while failing to recognize the 
growth in value of property, such as a 
stand of timber, which may have been 
acquired originally at a nominal cost.* 

The historic cost principle was never- 
theless successfully defended on theo- 
retical and practical grounds. This al- 
ternative, it was maintained, ‘“‘put every 
taxpayer upon a standard of parity,” 
as compared with the revaluation of 
assets which enabled the earning capac- 
ity of a firm to be capitalized at the cor- 
poration’s will. It was argued that 
current valuation would nullify the pur- 
pose of the tax in permitting corporations 
to write up values to reflect precisely 
those increments of inflation that it was 
the intention of the act to tax.’? The 
historic value was believed consistent 
with the aim of aligning the credit with 
the net contribution of the stockholders 
so as to squeeze water out of capitaliza- 
tion rather than to invite further water- 
ing. Perhaps the most compelling argu- 
ment, however, was the practical ad- 
ministrative difficulty of valuing assets 
at current prices, although the tracing 
of original costs was not without its own 
problems.** 

The upshot of the controversy was 
a compromise historic cost basis which 
required the corporation to go back to 
the original cost of the property, or cash, 
invested. A concession was made at first 
to the current value view in permitting 
the revaluation of tangible property paid 
for in stock before January 1, 1914, at 


5 Congressional Record, LV, 2545, 
© Thid., LIV, 3677 
37 Thid., LV, 6453 


8 Senate Report No. 617 (65th Cong., 3d sess.) 
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its 1914 value but not to exceed the par 
value of stock issued; this provision was 
abolished in 1918 as arbitrary.*? In gen- 
eral, the status quo ante March 3, 1917, 
was accepted for valuation purposes 
where there was a bona fide transfer of 
assets; reorganizations or exchanges of 
property after this date were limited to 
their pre-1917 values where 50 per cent 
or more of the ownership remained in 
the same hands. The fact that such re- 
valuations were subject to income tax 
remained an effective barrier. ‘‘Fortu- 
nate the corporation,’’ remarked Adams, 
“that through the whim of fate or the 
financial ambition of its directors or 


court decrees reorganized and revalued 
its assets prior to March 3, 1917.’’* 
Intangibles such as good will and trade- 
marks paid for in stock prior to March 
3, 1917, were included in invested capi- 
tal up to 20 per cent (later 25 per cent) 
of the par value of stock. 


The defects of the invested capital 
standard contributed greatly to the re- 
peal of the excess-profits tax. According 
to Adams, ‘‘the fundamental error is in 
the attempt to perpetuate original in- 
vestment or cost values . . . it is funda- 
mentally unreal, and works in practice 
the most capricious and indefensible in- 
equities.’’* But, he added, ‘‘the defects 
of the invested capital formula are easily 
exaggerated’’; and he ascribed its dis- 
criminatory effects to perhaps 15 per 
cent of the cases ‘“‘where overvaluation 
of assets results in an abnormally low 
tax and deep injustice to conservatively 
financed competitors.’ 

In 1940 open controversy over the 
discriminatory effects of the invested 
Profits Taxation 


E recess 


9 See K J 
(Washington, 1943), p. 83 


Curran, 


Op. cit., p. 377 


« [bid., pp. 377, 379 # Ibid 
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capital standard was avoided by the 
subordination of such valuation to the 
earnings standard. Even as an alterna- 
tive credit, the invested capital base did 
not escape criticism for its discrimina- 
tion between overcapitalized and con- 
servatively valued firms. The Treasury 
Department criticized the liberality of 
the invested capital base which per- 
mitted heavily capitalized industries to 
escape excess-profits tax, and the statu- 
tory rate of return was subsequently 
reduced, 

It is indeed surprising that virtually 
no issue was raised in 1950 over the 
disparities introduced in the invested- 
capital base by the inflated postwar 
price level. Since no adjustment is made 
for changes in the price level, the 
invested-capital base tends to discrimi- 
nate against corporations with large 
prewar investment. However, since earn- 
ings were correspondingly inflated in the 
base period, when depreciation was al- 
lowed at less than replacement cost, 
these corporations enjoy a larger earn- 
ings credit than they otherwise might. 

Treatment of deficits.—The historical 
approach rests implicitly on the theory 
that the amount of capital historically 
contributed to the business is entitled 
to some standard rate of return before 
being subject to excess-profits tax. In 
pursuing this theory to its conclusion, 
however illogical, no account is taken of 
capital impairments arising from busi- 
ness losses. Known as the “‘deficit rule,”’ 
all accumulated deficits in the capital 
account are treated as zero in the deter- 
mination of equity invested capital. This 
principle was introduced in 1917 and 
was followed during World War I]; after 
being rejected by the House in favor of 
the assets approach, it was restored by 
the Senate in 1950. 

The deficit rule ignores the fact that 
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capital contributed to the business may 
have been lost a generation or more ago 
and permanently impaired beyond re- 
covery. Such large accumulated deficits 
are usually written off by the corporation 
itself, either through voluntary recapi- 
talization or through involuntary re- 
organization. In reality there is no 
equivalent amount of assets employed 
in the business for which the corporation 
might be entitled to some return. Such 
assets may have been irretrievably lost 
and probably long since discounted in 
the value of stock acquired by new in- 
vestors: to preserve the fiction of their 
existence results in purely gratuitous 
benefits to these stockholders. To allow 
full credit for such phantom assets, more- 
over, tends to discriminate against the 
new and successful business which has 
not suffered losses.* 

The deficit rule was retained by the 
Senate in 1950 largely for the benefit 
of oil and mining companies using per- 
centage depletion and whose adjusted 
basis of assets was accordingly greatly 
reduced.** The principal beneficiaries of 
the World War II provision were the 
railroads, many of which had deficits 
traceable to the early years of their 
organization. In many cases the amount 
of equity capital legally includable was 
increased several fold by ancient deficits. 
In some cases liabilities exceeded assets, 
yet the corporations were entitled to 
very substantial credits for such deficits 
in their capital accounts. 

Within limits, a deficit rule may be 
justified on economic grounds. It is gen- 
erally recognized that the early years 
of a new enterprise are likely to be ac- 


companied by operating deficits due to 
43See House Report No. 3142 (81st Cong., 2d 
sess.), p. 10 
44 Senate Report No. 2679 (81st Cong., 2d sess 
p. 190 
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the cost of perfecting organization and 
production methods, development of 
markets, and the usual hazards of busi- 
ness. Such deficits might appropriately 
be capitalized so as to permit the firm 
to recoup its capital. Otherwise a new 
firm which had not reached the stage 
of profitable operations before the excess- 
profits tax Tecame effective would be 
penalized. This principle was recognized 
for the first time by the present act in 
the ‘“‘recent loss adjustment”’ of Section 
437, which provides that any net deficit 
in earnings and profits during the period 
1946-49 or 1940-49, whichever is larger, 
be added to net assets in determining 
equity capital under the assets method. 
However, it may be overshadowed in 
importance by the deficit rule under 
the alternative historical capital election. 

Treatment of borrowed capital.—The 
World War I concept of invested capital 
was limited to the amount contributed 
by stockholders and earnings reinvested 
by the corporation. In this respect it 
followed both the British and the Cana- 
dian practice of excluding borrowed capi- 
tal from the invested-capital base. Con- 
sistent with its treatment under the in- 
come tax, bond interest was allowed as 
a deduction and was not included in tax- 
able profits. No serious question appears 
to have arisen over this exclusion of 
borrowed capital at the time, and it 
continued in effect throughout the period 
of the tax. 

World War II saw the first injection 
of corporation debt in the invested- 
capital base by the United States. The 
Treasury included borrowed capital in 
its original proposals in an amount 
which varied inversely with the absolute 
size of total invested capital, and this 
proposal was incorporated in the House 
bill.46 But the Finance Committee re- 
vised this complicated formula in favor 
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of a straight 50 per cent of borrowed 
capital for all firms, with a corresponding 
exclusion of 50 per cent of bond interest 
deduction, and this provision remained 
in effect throughout the period. Neither 
Canada nor Great Britain recognized 
borrowed capital in their basic invested- 
capital credit. 

The World War II provision operated 
perversely with respect to the rate of 
interest paid by corporations and ac- 
tually penalized corporations forced to 
borrow at a cost in excess of the statu- 
tory rate allowed on invested capital. 
For example, a corporation able to bor- 
row at 2 per cent had a credit equal to 
one-half the difference between 2 and 
8 per cent, or 3 per cent of its debt, 
whereas a corporation borrowing at 10 
per cent suffered a net reduction in its 
credit of 1 per cent on borrowed capital. 
The tax benefits were thus distributed 
inversely with need. 

In 1950 the Treasury Department 
recommended a fundamental revision of 
the borrowed capital credit more con- 
sistent with its purpose of giving recog- 
nition to the risk involved when corpora- 
tion earnings are subject to interest pay- 
ments on debt.” Rather than being 
based solely on the amount of borrowed 
capital, this approach varies the credit 
with the total interest cost so as better 
to recognize the element of risk reflected 
in the interest rate. The Treasury sug- 
gested that this credit be enacted at 
25 per cent of interest cost, with full 
deduction of interest. A corporation bor- 
rowing $1,000,000 at 4 per cent, for ex- 
ample, would be entitled to a net addi- 
tional credit of $10,000 compared with a 

4S Report of the Subcommittee on Internal Revenue 
Taxation to the Committee on Ways and Means Rela 
tive to Excess-Profits Tax and Special Amortization, 
August 8, 1940, pp. 3-5. 

4° Statement of Secretary Snyder before the Com- 
mittee on Ways and Means, November 15, 1950. 
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net credit of $40,000 under the old law 
principle in the case of a corporation with 
invested capital of less than $5,000,000. 

The House bill indorsed the Treasury 
suggestion by a borrowed capital credit 
equal to one-third of interest cost, with 
full interest deduction. However, the 
Finance Committee not only reverted 
to the World War II principle but 
treated borrowed capital on a parity 
with equity capital, including it at roo 
per cent but with full disallowance of 
interest deduction. The committee justi- 
fied this shift in the belief that “after 
corporate normal taxes and surtaxes are 
taken into consideration, the rate of 
return allowed under the House bill for 
borrowed capital will provide little in- 
centive for a corporation to expand... 
by the use of borrowed capital.’’*? The 
conference committee settled upon 75 
per cent inclusion of borrowed capital 
with corresponding exclusion of interest 
deduction. 

The liberality of this borrowed capital 
provision provoked one of the sharpest 
exchanges in the Senate over the excess- 
profits tax law.** It was charged that 
parity of treatment with equity capital 
was wholly illogical and gave stock- 
holders an undue benefit for capital 
which they themselves did not contrib- 
ute to the corporation. While the desira- 
bility of some credit in recognition for 
risk was acknowledged, it was pointed 
out that the Finance Committee bill, 
in a typical case, increased this credit 50 
per cent over the House bill and contrib- 
uted to a serious revenue loss. In answer 
to this criticism, inclusion of borrowed 
capital was defended as an essential part 

47 Senate Report No. 2679 
p. 8. 


8rst Cong., 2d sess.), 


48 See debate of Senator Douglas and Senator 
Kerr, Congressional Record (81st Cong., 2d sess.), 
XCVI, 16980-84 
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of corporation assets entitled to a return 
on investment and a necessary induce- 
ment to new borrowing. 

The corporation is regarded by some 
as an aggregation of capital which yields 
a return on its total assets. This concept 
would be correct from a strictly econom- 
ic point of view but is incompatible with 
the legal nature of the claims to corpora- 
tion earnings and the incidence of their 
taxation. Creditors have a prior claim 
to economic income, which is usually 
fixed in amount.‘ Since they hold the 
residual equity in corporation earnings, 
common stockholders bear the entire 
burden of an income tax levied on the 
capital contributed by bondholders (to 
the extent that it is not shifted); bond- 
holders pay no corporation income tax. 
The essential feature of this separation 
of interests has been recognized by the 
income-tax law since its inception by 
the allowance of interest deduction as a 
cost of business. The net book value of 
stockholders’ equity, or net worth, is 
therefore the most appropriate measure 
of corporation investment consistent 
with the legal structure of corporation 
property rights. This fact, however, does 
not preclude a borrowed capital credit 
in recognition of the risks assumed by the 
stockholders in borrowing or as neces- 
sary inducement to borrowing.*° 

The present method of includinz bor- 
rowed capital in the invested capital 
base gives rise to a capricious distribu- 
tion of tax benefits depending on the 
relative proportion (and cost) of bor- 
rowing to total capitalization. By the 
same token, it creates an obvious oppor- 
tunity for tax avoidance which corpora- 
tions have not overlooked. By borrow- 


49 Preferred stockholders are in a similar position. 


s° See C. Shoup, ‘‘The Taxation of Excess Profits 
II,” Political Science Quarterly, LVI (1941 


}, 890-902 
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ing funds at a low rate of interest, cor- 
porations subject to the marginal rate of 
excess-profits tax can exploit this credit 
with considerable profit without even 
incurring the risk of investing the 
funds.* Higher statutory invested capi- 
tal rates and the higher proportion of 
borrowed capital allowed make this 
opportunity much more attractive than 
during World War II. At that time the 
large differential enjoyed by corpora- 
tions borrowing at low wartime interest 
rates was believed to give an undue in- 
centive to debt financing and to invite 
avoidance of the excess-profits tax by 
borrowing beyond the legitimate needs 
of the business.” 

Alternative invested capital standards: 
regulated public utilities——The act of 
1950 introduced a new measure of excess 
profits for the benefit of regulated public 
utilities. This entitles regulated public 
utilities to earn a stipulated rate of re- 
turn on their equity and borrowed capi- 
tal, after payment of income tax, before 
being subject to excess-profits tax.® 
Such companies are thereby entitled to 
three options: an earnings credit, in- 
vested-capital credit, and the public 
utility credit. 

A special tax-free rate of return for 
public utilities was justified by the 

‘' E.g., a firm borrowing $100,000 at 3 per cent 
can increase its excess-profits credit by $9,000, 
which is worth $2,700 at the 30 per cent excess- 
profits tax rate; deductions for interest of $3,000 
at 47 per cent under the income-tax rate equal 
$1,410, and for interest of $750 at the excess-profits 
tax rate of 30 per cent, equal $225. Total tax savings 
of $4,335 less bond interest cost of $3,000 leave a 
net gain of $1,335 on each $100,000, or a tax profit 
of 1.34 per cent. An interest cost of 2 per cent would 
leave a tax profit of 1.59 per cent. 

2 House Report No. 3142 (81st Cong., 2d sess.), 
PP- 7-9 

53 Sec. 448. This rate is 6 per cent for electric, 
water, and gas and similar utilities subject to state 
and local regulations, as well as for railroads; and 7 
per cent for telephone, telegraph, and air-transport 
companies 
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Committee on Ways and Means in the 
belief that they did not have the same 
opportunities for profits in the postwar 
period as nonregulated industries and 
that utility rate adjustments lagged con- 
siderably behind rising operating costs.*¢ 
Consideration was also given to the fact 
that earnings tended to lag behind new 
investment. The criterion of excess prof- 
its adopted rests implicitly on the as- 
sumption that earnings subject to regula- 
tion are, ipso facto, not excessive.*s Since 
rates of return allowed on investment 
are-conventionally determined after pay- 
ment of income tax, such taxes are in 
effect paid by the consumer in the long 
run. 

The public utility credit finds some 
support in the case of utilities whose 
profits are effectively controlled by 
regulatory authorities. In general, the 
standard of excess profits to which the 
law appeals seems to be met by most 
state-regulated companies supplying 
electric power, water, gas, telephone, 
and similar service. Their earnings are 
stabilized, on the average, at a level suf- 
ficient to allow a fair rate of return on 
investment. During World War II, for 
example, average rates of return on in- 
vestment, before income tax, rose only 
modestly. Consequently, the industry 
paid only a moderate amount of excess- 
profits tax. 

But regulation of rates does not neces- 
sarily mean regulation of profits. Earn- 
ings of the railroad industry, in partic- 
ular, normally fall far short of the ob- 
jective implied by a tax-free rate of re- 
turn of 6 per cent allowed for excess- 
profits tax purposes. During the pros- 
perous period 1946-49 its average rate 
of return on capital (after income tax) 


54 House Report No. 3142, p. 26. 


Ss Jbid., p. 26. 
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was only 3.56 per cent.® But railway 
earnings rise sharply with the increased 
volumes of traffic generated by a war or 
defense economy. Net taxable income 
between 1940 and 1943, for example, in- 
creased eight and a half times compared 
with an increase of only 43 per cent by 
electric utilities.’ Despite many ad- 
vantageous provisions of the law, such as 
the deficit rule, carry forward of unused 
and amortization,* 


credits, wartime 


railroads paid substantial excess-profits 
taxes.’? The air-transport industry, tech- 
nically a depressed industry, is in a simi- 
lar position. They are now entitled to 
a tax-free rate of return of 7 per cent 
compared with a net loss realized in 
the postwar period. The current accel- 


erated volume of traffic has greatly 
magnified their earnings which, under 
present conditions, cannot be effectively 
controlled by rate regulation. 

While failure to allow a fair rate of 
return, after income tax, to regulated 
utilities whose profits are effectively con- 
trolled might necessitate rate increases 
and a shifting of the tax to consumers, 
the experience of railroads and airlines 
during periods of high-volume traffic 
indicates rather the need for rate reduc- 
tions. The categorical identification of 
all such classes of industry with the tra- 
ditional concept of a regulated public 
utility is clearly unrealistic and unwar- 
ranted by experience. Despite the pros- 

® Interstate Commerce Commission, Statistics of 


Railways in the United States (Washington: Govern 
ment Printing Office, 1950 


5? Statistics of Income Source Book (Washington 
Bureau of Internal Revenue 

s$The railroad industry with total necessity 
certificates of $1.4 billion received a greater amount 
of amortization than any other industry. 


‘9 However, postwar refunds arising from carry 
back of unused credits in 1946 were very substan 
tial. ICC profits tax 
refunds in this year of $214 million (op. cit., 1947, 
Table 106) 


statistics disclose excess 
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pect of substantial increases in earnings 
as a result of defense expenditures, they 
will largely escape payment of excess- 
profits tax. 

Industry rates of return: new business. 

Fair treatment of new businesses is 
one of the most crucial problems raised 
by an excess-profits tax. While wartime 
curbs impose limitations on ordinary 
business development, the promotion of 
new business is vital to a healthy defense 
economy of indefinite duration. In the 
past, new businesses were virtually 
forced into the rigid mold of an invested- 
capital credit. Under a high-profits tax, 
such as that of World War I, some parity 
of treatment was afforded with estab- 
lished businesses by the allowance of a 
standard rate of return of to per cent. 
However, adjustments in ceiling rates 
were found necessary to meet the incen- 
tive demands of different types of busi- 
ness activity; for this purpose the median 
rate of return earned by representative 
firms in the same industry classes during 
the prewar period was used, where 
higher than ro per cent.*® While most 
rates were established at the minimum 
of 10 per cent, they ranged to as high as 
19.9 per cent for manufacturers of “‘cor- 
sets and brassiers.’’ According to Adams, 
this type of formula had been considered 
several times for general application but 
had been abandoned upon full examina- 
tion of its difficulties.” 

Under the World War II profits tax, 
the invested capital standard was a bare 
minimum to which all businesses, new 

°° The credit was fixed ‘‘as the average percentage 
of net incomes to invested capital, for the prewar 
period, of corporations engaged in a trade or 
business of the same general class as that conducted 
by the taxpayer.” See Bulletin ‘“‘D,” Average Per 
centages of Pre-war Income to Pre-war Invested 
Capital of General Classes of Corporations, Grouped 
as to Trades or Businesses, as Provided for in Se 
3ri(c)(2) Revenue Act of ro18 


* Op. cit., p. 381. 
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or old, were entitled. While perhaps 
tolerable in wartime when a system of 
controls, government financing, and 
subsidies (including accelerated amorti- 
zation) could be relied upon for resource 
allocation, it might place improper re- 
straints on the promotion of new busi- 
nesses in a quasi-war economy if recogni- 
tion were not given to variations in rates 
of return needed to stimulate different 
businesses with different risks. 

To meet this need, the 1950 act pro- 
vided an alternative earnings credit for 
new business, based on the average rate 
of return earned by its class of industry 
during the period 1946-49.” A new busi- 
ness may elect to compute a substitute 
earnings credit by applying to its assets 
for the taxable year the appropriate 
industry rate of return; this does not 
become final until its third year, after 
which it is subject to the same adjust- 
ments for capital additions as other 
companies on an earnings base. Since 
this is a substitute earnings credit, 85 
per cent is taken.*° 

Only experience with the new industry 
formula can determine its soundness. 
Like any earnings credit, it is retro- 
spective rather than prospective in char- 
acter and may not be compatible with 
an earnings pattern best calculated to 
meet the demands for the types of busi- 
ness needed during the defense period. 
Rates of return range between 25 per 

* Rates of return are computed for sixty-four 
broad classes of business conforming to the official 
Standard Industry Classifications, on the basis of 


income-tax returns filed for these years with the 
Bureau of Internal Revenue 

63 Use is also made of yearly average rates of 
return in connection with various relief provisions, 
which a firm may substitute for one or more years 
for which relief is claimed (see Secs. 442, 443, 444, 
445). So-called ‘‘depressed” industries may also 
use an adjusted industry average rate of return 
computed at 80 per cent of the average return on 
assets for the period 1938-48 
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cent for ‘“‘automotive dealers and gaso- 
line service stations’’ and 0.2 per cent 
for “transportation by air’’; the modal 
rate is between 10 and 15 per cent.*4 In- 
dustries vitally needed for defense may 
not be entitled to the most liberal credits, 
while corporations in other less vital in- 
dustries may capitalize on their high 
earnings record during the postwar year. 
The average rate of return itself is 
calculated on a rather unsophisticated 
basis. The ratio of net income and in- 
terest paid to total assets places an un- 
due premium on debt financing and en- 
courages tax avoidance. Firms with a 
low equity capital ratio enjoy an advan- 
tage which exceeds even that of the liber- 
al borrowed capital provisions of the law. 
A firm with equity capital equal to one- 
half of its assets, for example, may se- 
cure a credit 50 per cent or more greater 
than a firm whose equity capital equals 
three-fourths of its assets.°S There is no 
logical support for such a differentiation 
on sound financial grounds. Moreover, 
this differentiation invites serious abuse 
by enabling a corporation to inflate its 
basic credit with impunity through tem- 
porary year-end borrowing, since it is 
not subject to a corresponding adjust- 
ment in credit by subsequent capital 
reductions. A more logically sound ba- 
sis, consistent with the invested-capital 
credit, world be the industry rate of 
return on net worth, with some standard 
allowance for borrowed capital 


CONCLUSIONS 
The present tax marks the third ex- 
periment with an excess-profits tax in 
little more than a generation. Whatever 


*4 See Appendix A, ‘‘Instructions,”’ Schedule EP, 
Form 1120, 1950 


6 


Assuming an interest cost of 4 per cent and an 
average industry return on assets of 20 per cent, 
after the 85 per cent cutback 
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its possible limitations on economic 
grounds, it has been accepted as an es- 
sential part of a broad system for the 
equitable distribution of the cost of de- 
fense. However imperfectly the present 
excess-profits tax may achieve its ob- 
jectives in detail, its broad results must 
be appraised against the cruder inequi- 
ties of a tax levied across the board on 
all industry which ignores the differen- 
tial effects of defense expenditures on 
individual corporations. Because of its 
highly complex character, the excess- 
profits tax must continue to be viewed 
in an experimental light, and adjust- 
ments must be made to eliminate inequi- 
ties and unintended results. Some of the 
more doubtful areas have been pointed 
up above but many other technical prob- 
lems have been left untouched. 

Conceptually a war-profits tax is con- 
sistent with the objective of recapturing, 
in conjunction with renegotiation, un- 
usual profits attributable directly and 
indirectly to the extraordinary national 
defense budget. But the continued abili- 
ty of corporations to realize unusually 
high profits after tax during an emer- 
gency period, possible under the present 
war-profits tax, appears to be inconsist- 
ent with the sacrifices expected under 
such circumstances. Experience with the 
two basic approaches to profits taxation 
discloses impressive shortcomings of 
each. The results of neither have fully 
satisfied equity objectives, and neither 
is free from serious defects of measure- 
ment. 

One means of reconciling the seem- 
ingly disparate cbjective of these dif- 
ferent approaches is an amalgamation 
of the two. This could be achieved by a 
combination of a high-profits tax meas- 
ured by profits in excess of, say, 15 per 
cent of invested capital and a war- 
profits tax based on the average rate of 
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return realized by each corporation on 
its investment during the base period. 
A firm earning an average of, say, 45 per 
cent on net worth during the years 1946 
49 would then be entitled to a basic 
excess-profits credit of 30 per cent of its 
net worth as of the end of the period, 
compared with a credit equivalent to 
about 38 per cent under the present 
system (ignoring base-period capital ad- 
ditions). A firm with zero base-period 
earnings would have a credit equal to 
7-5 per cent. Such a system would tend 
to offset rather than to cumulate dis- 
criminations incident to the present 
system. 

Within the framework of the present 
system the major objectives of the tax 
could be achieved more equitably by 
several structural improvements indi- 
cated in the foregoing discussion: (1) Re- 
placement of the credit for borrowed 
capital by the Treasury formula would 
better align the credit with risks re- 
flected in the cost of borrowing and elimi- 
nate the perverse operation and gratui- 
tous borrowing benefits of the present 
formula. (2) Elimination or sharp re- 
striction of base-period capital additions 
would limit unwarranted benefits where 
such additions were represented by ac- 
cumulations of cash, government securi- 
ties, inventories, and other assets which 
accompany an increased volume of busi- 
ness and were already reflected in busi- 
ness profits. (3) Repeal of the historical 
invested capital credit would correct the 
historical fallacy of the deficit rule but 
would not necessarily deny adjustments 
for recent losses such as those in the base 
period. (4) Limitation of the alternative 
public utility credit to corporations 
whose profits are effectively controlled 
by state regulation would recoup defense- 
generated profits accruing to federally 
regulated railroads and airlines. (5) Re- 
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vision of the so-called “automatic’’ re- 
lief provisions should await more careful 
study of their operation. The liberality 
of these provisions is certain to yield un- 
intended benefits to many corporations, 
some of which are already apparent. On 
the other hand, many other situations 
indicate the need for relief, among the 
most important being the rapidly grow- 


ing corporation formed in the base 


period which may be penalized by a low 


industry rate of return.” 

Full realization of the above adjust- 
ments is precluded by the present ceiling 
rate which, in general, limits total excess- 
profits taxes to 18 per cent of net income. 


66 This situation was remedied by the Revenue Act 
of 1951. However, the congress failed to correct the 
unintended benefits arising from the cumulation of 
separate minimum credits of $25,000 each by closely 
related corporations of integrated businesses. Such 
benefits, originally designed to aid small business, 
have been abused by the growing practice of cor 


porate split-ups 
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This rate is effective, in the case of larger 
corporations, at a level of current net in- 
come only 2.125 times the average base- 
period earnings (or 2.5 times the excess- 
profits credit). Without appropriate ad- 
justment in the rate structure, the major 
suggested changes would be largely in- 
effectual from a revenue and equity 
standpoint. 

Curtailment of the defense budget 
and diminution of inflationary forces 
might justify further liberalization of 
the excess-profits tax law. Such liberali- 
zation might take the form of eliminating 
the so-called ‘“‘cutback’’ and reducing 
excess-profits tax rates. But the essen- 
tial structural revisions suggested above 
would not be incompatible with a step 
in this direction. 

In the last analysis the fate of the 
excess-profits tax will be dictated by the 
pressure of revenue requirements for 
balancing the defense budget. 
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RESENT with promoting 
economic progress in underdevel- 


concern 


oped countries has heightened in- 
terest in the Far East. This area, with its 
widespread privation and half of the 
world’s population, poses a major chal- 
lenge to policies of the Point Four vari- 
ety. Many leaders in Asiatic countries 
are attracted by the Soviet example of, 
and formula for, rapid industrialization 
by a “forced march.’’ The Western world 
has only begun to develop an alternative 
formula for fostering economic progress 
and raising levels of living in these coun- 
tries; and experience in the West is in 
large part inapplicable to Asiatic condi- 
tions. More pertinent to the problem of 
those countries in the Far East which are 
still only on the threshold of economic 
development is the record of Japan’s in- 
dustrialization during the last fifty to 
seventy-five years. 
An increase in agricultural produc- 


tivity has played a crucial role in the in- 


dustrial development of modern nations 
and is of particular importance in Asiatic 
countries, with their relatively dense 
populations. Expanded agricultural pro- 
ductivity releases people from the land 
for employment in industry; it provides 
food for the growing population which 
is a characteristic of the industrialization 

‘1 am indebted to Dr. J. S. Davis and Dr. B. C 
Swerling, of the Food Research Institute, for valu 
able criticism and suggestions. The comparison of 
Japan’s experience with developments in Great 


Britain and the U.S.S.R. is due to a suggestion by 
Dr. M. R. Reder of the Department of Economics. 


process; and, by making food imports 
less necessary, it relieves pressure on the 
balance of payments.” 

The expansion of agricultural output 
in Japan, particularly impressive in the 
period 1880-1920, was in important re- 
spects quite different from agricultural 
progress in other industrial nations. The 
Japanese experience, in the methods by 
which output was increased, the kind of 
capital applied to agriculture, and the 
volume of capital outlay required, was 
peculiar and interesting. Moreover, the 
gains in agricultural productivity were 
of strategic importance in making pos 
sible the accumulation of capital. The 
crux of the process of economic develop- 
ment lies in the accumulation of stocks 
of capital equipment in the form of in 
dustrial plants and machinery, transpor- 
tation and communication facilities, and 
other paraphernalia which enhance the 
productivity of workers in manufactur- 
ing, agriculture, and other sectors of the 
economy. While other factors were also 
important in facilitating capital forma- 
tion, the contribution of agricultural 
progress as a source of funds for indus 
trialization is worthy of special con- 
sideration. 

? This summary statement requires qualification 
Economic development may be promoted in some 
instances by reducing agricultural output and rely 
ing increasingly on imports—e.g., the repeal of the 
Corn Laws in Britain. Where the increase in agri 
cultural output comes from advanc es in tec hnology 
which compare favorably with those in other fields, 
the statement in the text is particularly likely to 
be valid 
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While this paper is concerned primari 
ly with the increase in productivity in 
Japanese agriculture and its significance 
for Japan’s industrial development, some 
consideration is also given to changes in 
agriculture in Great Britain and Soviet 
Russia during periods in which those 
countries were experiencing rapid in- 
dustrialization and growth of popula- 
tion. Since the ‘“‘agricultural revolution”’ 
in Britain was an evolutionary process, 
with important developments spaced 
over a wide span of years, it has seemed 
appropriate to consider the extended pe- 
riod 1770-1870. Consideration of the 
agricultural changes in the U.S.S.R. is 
confined to the years 1928-40. 


PRODUCTIVITY IN JAPANESE AGRI- 
CULTURE, 1880-1920 

[t is possible to make a fairly satisfac- 
tory appraisal of the increase in agricul- 
tural productivity in Japan in the period 
1880-1920. Acreage, yield, and produc- 
tion statistics are available for those 
years covering Japan’s six major crops 
rice, wheat, barley, naked barley, and 
sweet and white potatoes. These six 
crops accounted for nearly 80 per cent 
of Japan’s domestic food production in 
terms of calories, and an estimate of the 
value of farm products for 1927 indicates 
that the four cereal crops alone ac- 
counted for about two-thirds of the total 
value of crop production in that year. 
Inasmuch as livestock products have 
been unimportant in Japan, changes in 
the output of these six major crops give 
a reasonably accurate indication of 
changes in total agricultural output. As 
shown by Table 1, the total production 
of these six crops increased throughout 
the four decades 1880-1920, with the 


‘S. Nasu, Land Utilization in Japan (Tokyo, 


1929), Pp. 140 
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final ten-year average some 77 per cent 
above the level of the 1880's. 

The expansion of domestic output out- 
stripped the population growth (about 
44 per cent in this period),‘ so that the 
per capita availability of these major 
foods increased by over 20 per cent. Al- 
though incomplete, the statistics for 
other crops during this period indicate 
that this increase denoted an improve- 
ment in the level of consumption and 
not a mere increase in the relative impor- 
tance of these foods at the expense of 
other items in the diet. 


TABLE 1 


INDEX NUMBERS OF AREA, YIELD, AND PRO 
DUCTION OF SIX MAJOR CROPS IN JAPAN 


TEN-YEAR AVERAGES, 1881-1920* 


Period 


ISSI 0 > 1900 


IS5QI~—1go0o l 113 
IQOI-I0 11 125 
Igtt~20 140 


* Data from GHQ, SCAP, Natural Resources Section, Crop 
Statist 6 rt 108 [Tokyo, 1948)), 


pp. 160-25 


stics for Japan, 1875-1940 Cepx 


t Converted to caloric equivalent 


Data concerning the population gain- 
fully occupied in agriculture during these 
years leave much to be desired, but it 
seems fairly clear that the increase in 
output was associated with a reduction 
in the agricultural labor force. The scat- 
tered estimates of farm population which 
are available suggest that the farm labor 
force in the decade 1911-20 was about 15 
million, or roughly 86 per cent of the 
figure for 1881—90.5 On the reasonable as- 


‘Population increased from about 38 million 
(mean of the estimates for 1882 and to 54 
million in 1915 (Japan, Prime Minister’s Office 
and the Statistics Commission, Japan Statistical 
Year-Book 1949, pp. 38-39 

‘ This estimate was derived from the following 
gainfully 


1887 


sources: estimates of the population 


years 1872-76 pre 


occupied in agriculture in the 
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sumption that the change in total agri- 
cultural output was of about the same 
magnitude as the 77 per cent increase 
registered for the six major crops, we 
may estimate that output per farm work- 
er rose by 106 per cent. 

A doubling of labor productivity in 
agriculture over a span of thirty years 
(i.e., from about 1885 to 1915) repre- 
sented a substantial achievement. Highly 
significant is the fact that this gain ap- 
pears to have been chiefly due to im- 
proved techniques. The “liberal use of 
fertilizers and the improvement of rice 
strains’’ were the two major factors con- 
tributing to the increase in crop yields.° 
The improvements in technology were 
introduced into a framework of hand 
agriculture: the average farmer con- 
tinued to operate a small farm unit of 
two or three acres which consisted of 
perhaps a half-dozen minute fields scat- 
tered over a considerable area near the 
hamlet where he lived. 

Measures were taken to develop im- 
proved seed through selection of promis- 
ing local varieties at experiment stations 
located in each prefecture, and the dis- 
tribution of superior varieties was sys- 
tematically carried out by establishing 
a network of seed-propagation farms 
covering the whole country.’ During the 
four decades preceding 1920, the tradi- 
pared by the Cabinet Bureau of Statistics and 
quoted in Ryoichi Ishii, Population Pressure and 
Economic Life in Japan (Chicago, 1937), p. 78; an 
estimate for Nakagawa, History of 
Agricultural Development in the Years of Showa 
; and extrapolations from estimates 
Colin Clark, 
London, 1940), 


1896 from T 


[translated title 
of Professor Hijikata 
The Conditions of Economic Progre 
p. 192 


quoted in 


*H. Terao, for many director of the 
Central Agricultural Experiment Station, as quoted 
in J. W. Jones, ‘‘Improvement in Rice,” United 


states l 


years 


Department of Agriculture, Yearbook of 


Agriculture, 1936 (Washington, D.C 137), Pp. 430 


’ Tbid. 
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tional fertilizers such as night soil, barn- 
yard manure, and composts were supple- 
mented by large supplies of commercial 
fertilizers. The value of domestic produc- 
tion and imports of commercial fertilizers 
both increased roughly sevenfold be- 
tween 1903-7 and 1917-21.° An impor- 
tant objective of plant breeding in Japan 
was to develop varieties which would 
respond most favorably to increasingly 
heavy applications of fertilizers. The ap- 
plication of science to Japanese agricul- 
ture thus had a compound effect in rais- 
ing yields per unit of land. 

The enlargement of crop yields in 
Japan also reflected improvements in 
water and pest control and in cultivat 
ing, transplanting, and weeding. Irriga- 
tion of paddy fields was already highly 
developed by 1880, but further progress 
was made in extending the scope and 
effectiveness of irrigation and drainage 
systems, which rendered the rice yield 
less vulnerable to inadequate or exces- 
sive rainfall. 

The nature of these changes in tech 
nique was heavily influenced by certain 
fundamental characteristics of Japanese 
agriculture. First, the innovations were 
nearly all land-saving. Crop area in- 
creased by only about one-fifth in the 


period considered while per-acre yields 
rose by nearly 50 per cent. Second, the 
nature of the innovations was such that 
they could be applied effectively even on 
very small farms. Finally, the capital 


outlay required to bring about these 
advances was small relative to the in- 
crease in output attained. Mechanical 
power and labor-saving machinery were 
of small importance. A survey of farm 
management in 1925 indicated that in- 
vestment in farm implements and ma- 

* Japan, Ministry of Agriculture and Forestry, 
Handbook of Fertilizers {translated title] (Tokyo, 
1944) 
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chinery represented only 2-3 per cent of 
the average farm’s total investment in 
land, buildings, and other factors of pro- 
duction.’ Working capital for the pur- 
chase of increasing quantities of com- 
mercial fertilizers seems to have been the 
major requirement, and this need could 
be met more readily than the need for 
farm machinery, since the turnover pe- 
riod for fertilizer outlays is a year at 
most."® Intensification through increased 
use of fertilizers represented a more ef- 
fective method than mechanization for 
raising output on small farms. Not only 
was the difficulty of acquiring capital 
funds less, but the change in farm prac- 
tices was not so radical. The large rural 
population and the nature of irrigated 
rice culture were other factors which re- 
duced the attractiveness of investment 
in mechanical equipment. 

On the other hand, moderate govern- 
ment investments in agricultural experi- 
ment stations, agricultural schools, and 
other institutions were of great impor- 


tance in providing the technological 


basis for the expansion of output. By 
this emphasis on technology and fertiliz- 
ers, the increase in farm output of some 
75 per cent and the doubling of the pro- 
ductivity of farm labor were obtained 
with relatively little capital outlay, es- 
pecially by the individual farmer. 

ey was conducted by the Imperial 


Agricultural 
and Forestry 


Society and the Ministry of Agricul- 


ture 


'© Marginal 


periods, is t 


productivity, and not turnover 
relevant criterion in evaluating alter 
native investments (see A. E. Kahn, ‘“‘Investment 
Criteria in Development ” Quarterly 
Journal of Economics, LXV (February, 1951], 38-42 
is productivity (marginal 
nvestment would seem to be the prefer 
discounted for risk that is 
an underdeveloped country, where risk 


Programs, 


and 50-52). However, it 
einciency of 
able term in this context 
relevant. In 
premiums are likely to be high, this introduces an 
udvantage for investments with high marginal pro- 


ductivity hort turnover periods. 
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SIGNIFICANCE OF THE INCREASE IN 
RELATION TO JAPAN'S ECO- 
NOMIC DEVELOPMENT 


Considering the dominant position of 
agriculture in Japan in 1880, substantial 
gains in output in the agricultural sector 
clearly imply an extremely important 
increase in, national product. Rough 
estimates of the national income of 
Japan for certain years during the 1880 
1920 period, as shown in Table 2, indi 

TABLE 2 
ESTIMATES OF NATIONAL INCOME OF JAPAN 


SELECTED YEARS, 1887-1925T 
Million Yen at 1925 Prices 


source 


Agriculture 
and fishing 
Other 


Total 


* Data from Coli 
ress (New York, 1940), p.113 
cate that the deflated income from agri 
culture and fishing increased by about 
75 per cent between 1887 and 1914, while 
total income rose by 121 per cent."' The 
increase of agriculture and fisheries in 
come accounted for about 40 per cent 
of the growth in national income during 
this twenty-seven-year period. 

The significance of this in relation to 
capital accumulation may be inferred 
from two additional observations. First, 
there is ample evidence that there was 
only a limited improvement in the levels 
of living of the farm population. The 
growth of farm tenancy in Japan has in 
general been the result of changes in 

‘* The close correspondence between this esti 
mate of the growth of income from agriculture and 
fisheries and the 77 per cent increase in agricultural 
output derived above is not very significant, since 


Clark obtained his est n the early 
} 


mates of income 
asis of 


years by extrapolating backward on the 


indexes of cereals product 
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taxation which led farmers to increase 
their indebtedness and eventually to 
lose their holdings. The Land Tax Re- 
vision of 1873 was of both direct and in- 
direct importance in contributing to the 
loss of land holdings by individual farm- 
ers. Under this revision the old feudal 
levies in kind were replaced by a tax pay- 
able in money. The tax was based on the 
assessed value of farm land and, unlike 
the collections in kind, did not vary with 
fluctuations in the farmer’s harvest. The 
tax was fixed initially at 3 per cent (re- 
duced to 25 per cent between 1876 and 


rABLE 3* 


1899), which seems to have amounted to 
about 13 per cent of the value of a nor- 
mal crop." The obligation to make such 
a fixed payment despite variations in a 
farmer's crop or in the prices of his prod- 
cts Was an important factor leading to 
the farm 
to 1390 ovel 


the growing indebtedness of 
population, and from 1883 
350,000 agricultural producers suffered 
the payment 
of the land tax."* The growth of tenancy 
is shown in Table 3. 


forced sales for arrears in 


No quantitative estimate of the change 
a Modern 

With the 
] 


i tax represe nted 


r , fa 
gence a 


7E. H. Norman, Japan’s Eme 
h r5on price 
lanc 
rmal crop 
I ) prices alter 
nted to a smaller percentage, as 
ndicated in the text, and the return to the owner 
iltivator or landlord dingly 


Thid., 144 


reased accor 
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in per capita real income of the farm 
population between 1880 and 1920 can 
be safely made. Nevertheless, there is no 
doubt that the improvement in rural lev- 
els of living fell substantially short of the 
100 per cent increase in the productivity 
of agricultural labor. Consequently, a 
considerable share of the increase in na 


tional product originating in agriculture 


was available for urban consumption 
and, more importantly, for capital ac- 
cumulation. 

Heavy land taxes were t 
which was used to siphon off a part of 
the increment in productivity in agricud- 
ture, and these revenues were channeled 


he devic Cc 


directly into investment projects by gov 
ernment action. At the beginning of 
Japan’s industrialization the land tax 
accounted for nearly all the revenue of 
the national government—-50 out of 58 
million yen of tax revenue in 1875-76." 
In 1893-94 the land tax yielded approxi- 
mately 38.8 million yen, or 45 per cent 
of the tax revenue of the General Ac¢ 

count. By 1906-7 the total tax revenue 
of the General Account had 
to nearly 400 million yen. Receipts from 


int reased 


public corporations and state property, 
from the liquor excise, and from customs 
duties had all 
1893-94, and the yield from the income 
tax increased from a negligible 
the earlier year to 22 million yen in 
1906-7. Although the yield from the 
land tax had declined in relative impor- 
tance, the land-tax revenue of 86 million 
still re] resented 22 per 


increased greatly over 


sum in 


yen in 1906-7 
cent of the tax revenue 
I do not know the percentage of the 
total land-tax revenue obtained from 
farm land during these early years. How 
4G. C. Allen, A Short Eco nit tory of Mod 
ern Japan (London, 194¢ 


Ibid., p. 44. In contrast wit 
had declined to 2 


h these early years, 


per cent ol 


the land tax in 19035 | 


the total revenue 
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ever, a breakdown for 1926 indicates that 
farm land (paddy and upland fields) ac- 
counted for about 75 per cent of the 
total revenue from the land tax, and pre- 
sumably agricultural land accounted for 
a considerably higher proportion in the 
earlier years."° Moreover, the farm popu- 
lation paid a substantial share of the 
revenues obtained from other sources of 
governmental revenue such as excise 
taxes and customs duties. Despite a 
favorable adjustment of the tax struc- 
ture in 1926 and 1927, a survey by the 
Ministry of Finance in 1929 reached the 
conclusion that ‘‘the tax burden on the 
farmer is even now somewhat greater in 
proportion to income than on business 
proprietors in urban districts.’"7 

The extraordinary burden borne by 
the farm population in financing Japan’s 
industrial development has been recog- 
nized by Japanese scholars, and it ap- 
pears to have been a conscious policy 
of the Meiji leaders. Takao Tsuchiya, an 
eminent economic historian, seems to be 
describing the attitude of the early 
leaders rather than merely offering an 
ex post rationalization when he makes the 
following statements: 

rhe urg 
tering other 


t necessity of protecting and fos 
ndustries compelled the govern 
land tax on the agri 


ment to impose a heavy 


cultural population to obtain the wherewithal 


to carry out industrial development programs 


The governmer 
a ; 
1and S DOHC) 


t’s armament expansion pro 


gran 


of protecting industry and 
commerce increased the burdens of the rural 

Ministry of Finance and Bank of Japan, Sta 
tistical Year-Book of Finance and Economy of Japan, 
19048, pp. 182-83. Takao Tsuchiya in an article, 
‘‘War and Japanese Capitalism,” reprinted in Jn 
dustrial Japan (Shanghai, 1941; compiled and trans 
lated by the Institute of Pacific Relations), p. 10, 
what lower figures for ‘‘taxes on the rural 
his method of calculation is not ex 


gives son 
community”’: 
plained 
vTH.G 
nancial A pprai 


Moulton, Japan: An Economic and Fi- 
al (Washington, D.C., 1931), p. 341 
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community, and the development of ‘big indus 


tries proceeded at the expense of the country 


side.*8 


Whatever the intentions of contempo 
raries may have been, the results seem 
clear. The gains in productivity in agri 
culture were drawn upon by taxation in 
order to finance a large share of the gov 
ernment’s program for fostering indus 
trial development (and for expanding 
the armed Public funds 
used to establish ‘‘model’”’ factories, con 


forces). wert 
struct railways, subsidize the Formosan 
sugar industry, and promote the policy 
of colonization initiated 
quisition of Formosa in 1895. Japanese 


with the a¢ 

industrialists were aided by direct sub- 
sidies, by government sale of its own 
factories and ships at nominal prices, 
and by lenient tax policies. The rela 
tively light tax burden of industry, which 
was made possible by the dispropor 
tionate tax load imposed on agriculture, 
appears to have been of particular impor 
tance. 

It is not possible to determine the 
proportion of the national budget de 
voted to stimulating the process of in 
dustrialization. Although the importance 
of this direct contribution of agriculture 
cannot be measured satisfactorily, a com- 
parison of the magnitude of the proceeds 
of the land tax with an estimate of total 
investment is suggestive. It has been 
estimated that, during the decade 1900 
1909, capital investment averaged about 
12 per cent of national income, increasing 
to about 17 per cent of national income 
in the following decade.'"® Applying the 
12 per cent figure to Kaya’s estimate of 
national income in 1905, we obtain an 
indication that capital investment was 
perhaps of the order of 150 million yen 


* Op. cit., pp. 4 and 7 


'? Eugene Staley, World FE 


(Montreal, 1944), p. 71 


Devel pment 





504 


(in current prices), as compared to the 
revenue from the land tax in 1906-7, 
which amounted to 86 million yen.” 
Part of the increment in productivity 
in agriculture was also siphoned off by 
an increase in the share of the income 
earned in agriculture accruing to land- 
lords. The growth of tenancy (from 31 
per cent of the cultivated land in 1873 to 
40 per cent in 1887) has already been 
and, in addition, the landlords 
were benefited by the higher level of 


noted, 


rice prices which prevailed after 1873. 
i am unable to say to what extent the 
enlarged income of landlords contributed 
to capital formation. It is frequently 
asserted that rural landlords are not dis- 
posed to undertake real investment. In 
the case of Japan, however, there is good 
reason to maintain that investments by 
landlords in small textile factories, rice 
mills, factories for sake and soy sauce, 
and in 
considerable importanc st 

The growth of productivity in agricul- 


other local industries were of 


ture was also beneficial to development 
in the usual indirect ways. The expansion 
of the food supply, even exceeding the 
rapid growth of population, averted a 
food shortage and minimized the de- 
mand for foreign exchange to finance 
food imports. The increase in per capita 
availability of food was also important 
in counteracting inflationary pressures 
generated by industrialization.“ To the 

rhe estimate by Kaya 
Op. cit., p. 124 


In addition to the inflationary pressures gen 


is quoted by Clark, 


erated by the industrialization process per se, the 
money supply and credit were expanded rapidly to 
provide fur rhe national debt in 
creased from 239 million ven in 188s to 2.6 billion 


1914. Total bank deposits were expanded 


ids tor investment 


yen in 
from 689 million to 2.5 billion yen between 
and 1915. Prior to the Russo-Japanese War capital 
imports did little to offset inflation. Owing to fears 


1902 


on the part of the Meiji leaders that foreign invest 
ment would be followed by political domination 
only the most sparing use was made of foreign loans 
Between 1903 and 1914, however, borrowing by the 
Japanese government increased rapidly, foreign 
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extent that the price of food was held 


down, the efforts to foster industrial 


production and exports were facilitated 
by a relatively low level of wages in 
manufacturing. 

It is likely in any event that wage 
rates lagged behind price increases, re- 


sulting in high profits available for re- 
investment. It has been shown that this 
type of profit inflation was of major 
importance in the development of British 
industry in the last half of the eighteenth 
century,” and further study is in order 
to evaluate its importance for Japan. A 
lag seems particularly likely to occur in 
an overpopulated the 
“money wages which it is necessary for 


country where 
employers to pay is held down by an 
elastic supply of labour, accustomed to 
very low earnings, from the country- 
side.’’?3 

Higher agricultural productivity was 
also important in making labor available 
for nonagricultural occupations. This 
was due in part to the direct transfer of 
workers from agriculture to manufactur- 
ing and still more to the migration of 
young people to cities and towns. While 
the total population was rising from 
about 38 million in 1885 to 54 million in 
1915, the population gainfully occupied 
in agriculture declined by perhaps 2.5 
million. The movement of population to 
the larger centers was pronounced. Be- 


irom 


Pp. 9; 


ibens 


indebtedness on government 
98 million to 1.5 billion yen 

Allen, op. cit., p. 187). See 
‘Foreign Capital in Economic 
Case Study of Japan,” Millbank Memorial 


Quarterly, XXVII (April, 1950), 173-90 


account rising 
Psuchiya, op. cil 
also E. P. Re 
Development: A 
Fund 


and the 
J our- 


2 Earl J. Hamilton, ‘‘Profit Inflation 
Industrial Revolution, 1751 
nal of Economics, LVI 


1800,” Quarterly 
February, 1942), 256-67 


43 Joan Robinson, ‘“The Pure Theory of Inter 
national Trade,” Review of Economic Studies, 
XIV (2), No. 36 (1946-47), 105. Whil 
seems plausible, the labor-supply function in 
developed areas is apt to be more complex tl 
statement implies 


this view 
under 


an this 
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tween 1893 and 1920 the population of 
towns of 10,000 persons and over in- 
creased by 11.3 million, whereas the 
population in towns and villages smaller 
than 10,000 registered an increase of 
only 2.6 million.” 


AGRICULTURAL CHANGES IN GREAT 
BRITAIN, 1770-1870 


A study of the agricultural revolution 
in Britain is fascinating but hazardous. 
The rate of change in different periods 
cannot be compared satisfactorily be- 
cause estimates of agricultural produc- 
tion, prior to 1852, are confined to rough 
approximations by contemporary ob- 
servers which are suggestive but too un- 
certain to support quantitative estimates 
of the gain in agricultural productivity.’ 
The unofficial but useful estimates by 
Lawes and Gilbert are confined to wheat 
and date only from 1852, while official 
estimates of agricultural production were 
not instituted until 1884.” Despite this 
lack of statistical data, a wealth of de- 
scriptive material provides a rough pic- 
ture of the changing character of British 


agriculture. It is possible to date the 
chief agricultural innovations with fair 
accuracy, but it is much more difficult to 
gauge the time that elapsed before im- 
proved methods were widely applied. 
The rate at which the productivity of 
agriculture and total output were being 


44 [shii, op. cit., p. 72. 


7s Arthur Young’s frequently quoted estimate 
that the average yield of wheat in 1770 was 23 
bushels per acre is almost certainly too high. Bennett 
has derived an estimate of 15 bushels for 1750, 
mainly from observations by Charles Smith. Since 
the yield in 1850 was about 26 bushels, the per 
acre yield of wheat increased by over 70 per cent 
(M. K. Bennett, ‘British Wheat Yield per Acre for 
Seven Centuries,” Economic History [supplement of 
the Economic Journal), I11 (February, 1925], 24). 


% The Lawes and Gilbert estimates (1852-83) are 
given by J. A. Venn in his article, ‘‘An Inquiry into 
British Methods of Crop Estimating,” Economic 
Journal, XXXVI (September, 1926), 402. 
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raised is therefore extremely difficult to 
appraise. 

Important developments were in proc- 
ess before 1770. The first half of the 
eighteenth century was marked by the 
noteworthy work of Jethro Tull, who 
recognized the importance of frequent 
cultivation, clean farming, and seeding 
in rows by drill rather than broadcast. 
This period also saw considerable head- 
way in the use of turnips for feed and 
the planting of clover and grass. The 
decades after 1750 brought further prog- 
ress in cultivation practices by progres- 
sive agriculturalists like ““Turnip” Town- 
shend, and Bakewell and his followers 
made great strides in breeding improved 
livestock. Lord Ernle singles out the 
period 1780 to 1813 as one of “excep- 
tional activity in agricultural progress.”’?? 
Inclosures were being effected rapidly 
and were frequently followed by the in- 
troduction of better crop rotations, im 
provement of livestock herds, and other 
features of competent farm manage- 
ment. The writings of Arthur Young, the 
activities of the Board of Agriculture 
(founded in 1793), and local farm clubs 
made significant contributions toward 
spreading the new knowledge and pro 
moting wider application of the “high 
farming” of men like Townshend and 
Coke.** The high prices which prevailed 
during this period, in part as a result of 
the Napoleonic Wars, stimulated farm 
production: “Landlords and farmers 
were spurred to fresh exertions and a 
great outlay of capital and labour by the 
large returns on their expenditure.’’”* 
Improvements in transportation opened 
up new cash markets and provided a 


77 Lord Rowland E. P. Ernle, Engli 
Past and Present (London, 1922), p. 210 
8 Tbid., pp. 148-89; W. H. R. Curtler, 
History of English Oxford, 


163-228 


h Farming 


A Short 
1 griculture 1909), Pp. 


#7 Ernie, op. cit., p. 210. 
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further stimulus for increased produc- 
tion. 

rhe nineteenth century witnessed fur- 
ther noteworthy developments. The first 
three decades saw marked improvement 
in techniques of drainage, aided by the 
manufacture of clay pipe (1845) and 
Government Drainage Loans. Improved 
drainage was frequently a prerequisite 
for efiective use of fertilizers, and the 
decades after about 1840 were marked 
by increasing use of commercial fer- 
tilizers. In 1843 Lawes patented a proc- 
ess for treating pulverized bones with 
sulphuric acid, and a little later the same 
process was applied to phosphate rock. 
rhe first cargo of guano was imported 
in 1835, and within a dozen years annual 
imports exceeded 200,000 tons. The de- 
velopment of farm machinery continued. 
An all-iron plow and all-iron harrow 
came into manufacture in 1830, and from 
about 1850 stationary steam engines 
came into operation for threshing grain, 
pumping, and other farm operations. In 
the 1840’s Lawes and Gilbert inaugu- 
rated their famous experimental work at 
Rothamsted, and for the first time sys- 
tematic agricultural experiments were 
launched along the lines which are now 
the mainstay of agricultural experiment 
stations the world over.*° 

Agricultural historians lay particular 
stress on the spread of knowledge and 
the application of improved farm meth- 
ods during the two decades following the 
repeal of the Corn Laws in 1846. Caird’s 
contemporary well as the 
work of Lord Ernle and Curtler stress 
the fact that, in spite of outstanding 
progress by a small fraction of enlight- 
ened farmers, the general level of farming 
was still extremely backward in 1846." 


account as 


Ibid., pp. 354 
Clapham, An Economi 
The Early Railway 


70; Curtler, op. cit., pp. 271-92; 
History of Modern 
1 ge Cambri ge, 1926), 


Ju 
Britain: 
p. 141 
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This conspicuous disparity between oc- 
casional examples of “high farming” and 
the general low level of practice seems to 
have involved more than the inevitable 
lag between the methods of progressive 
and backward farmers of a community. 
Much of the early advance in agriculture 
was made by a slow process of trial and 
error. Knowledge of crop rotations, fer- 
tilizers, and other practices rested almost 
entirely on experience, which was often 
misinterpreted, the 
principles underlying practice were not 
well understood. Wide differences of 
opinion concerning the best methods per 


because scientific 


sisted because experimental methods for 
testing conflicting viewpoints were lack- 
ing. Without scientific knowledge of 
the best practices, conservative farmers 
could easily persist in outmoded prac- 
tices. Consequently, most farmers of the 
day were still following traditional and 
inefficient methods, although by experi- 
ence and intuitive judgment the best 
farmers followed methods little inferior 
to those of seventy years later. Ernle as 
serts that the application of good tech- 
nique became more nearly universal in 
later years because “‘practice has now 
been reduced to principles and rules 
which make the best methods more near- 
ly common property.” 

* James Caird, English 
London, 1852), p 
Curtler, op. cit., pp. 271 
by Curtler 


lgriculture in 1850-51 


379; Ernle, op cit., pp. 354-70; 


88. The following statement 
f the undoubted 
back 


ward. Little or no machinery was used, implements 


is typical: *‘In spite of 


progress made, farming was still often terribly 
were often bad, teams too large, 
ticed, drainage utterly 
farmer used all the improvements made, a hundred 
had little to do with them” (p. 271). Another stu 
dent of agricultural history, viewing British agri 


drilling little prac 


nefficient; in fact, while one 


culture over the span 1700-1850, has suggested that 
the period 1700-1770 was more revolutionary from 
the standpoint of the discovery of new and improved 
methods, while the years 1770-1850 saw the major 
agricultural revolution in the sense of the adoption 
of improved methods (N. S. B. Gras, A History of 
Agriculture [New York, 1940}, p. 210) 


2 Op. cit., p. 354 
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The establishment of sound principles 
governing rotations, fertilizer applica- 
tion, and other fields of farm manage- 
ment depended upon progress in plant 
nutrition and other fields of basic sci- 
ence. Sir A. D. Hall, an eminent British 
agriculturalist, dates modern agricultural 
science from the publication in 1840 of 
Liebig’s famous report setting forth the 
basic principles of plant nutrition.* It 
was until 1886 that the baffling 
problem of how plants obtained nitro- 


not 


gen was answered by the discovery that 
the legumes, alone among plants, possess 
the capacity to “fix” nitrogen. Thus 
there was at last a scientific explanation 
for the important role of clover and other 
in the rotation patterns. And 
with the work of Liebig and his succes- 


legumes 
sors, the analysis and use of plant foods 
were given a scientific basis which facili 
tated the wider and more efiective use of 
commercial fertilizers 

While precise estimates are clearly 
impossible, a very rough indication of 
the magnitude of the gain in productivity 
is given by the rate of growth of Britain's 
population. Between 1801 and 1831 pop- 
ulation approximately 50 
per cent, and, since food imports were 


increased by 


relatively unimportant in those years, 
it is reasonable to infer a roughly com- 
parable expansion of food production. 
lhe period 1831-71 saw a further in- 
crease in population of nearly 60 per 
cent. Total food supplies almost certainly 
increased by considerably more in this 
later period, as there is ample evidence 
of an improvement in diet.** Since a 

sSir A all, The Book of the Rothamsted 
Experiments (London, 1919), pp. 2-3 


‘See Caird, op. cit., p. 484, and P. G. Craigie, 


Journal of 


1, of 
‘Statistics of Agricultural Production,” 


the Statistical Society, XLVI The shiit 


in consumption away from the cheaper cereals and 
livestock products is the clearest 


1553), g-10 


otatoes toward 
evidence of an improvement in per capita food sup 


plies. 
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very substantial the increase, 


10Wever, was provided by a great exp 
hov rovided by reat un 


part ol 


sion of imports, it is impossible in this 
later period to determine the additional 
contribution of domestic output alone. 
The increase of labor productivity in 
British agriculture played the same sig 
nificant role which has been noted in the 
case of Japan-—making available an 
abundant supply of cheap labor for the 
growing manufacturing industries. Many 
of the families driven from their small 
holdings by the inclosure movement mi 
grated to the urban areas. Others joined 
the 
which were hired in substantial numbers 
IS5! 


ranks of the agricultural laborers 


some ] 


by the larger farmers —-in 
per cent of the male workers in agricul 
In some 


ture were hired laborers peri 


ods population seems to have been 
“pushed” out of agriculture as a result 
of losing their land or grazing rights on 
the commons and because of low 
At other tim 


pears to have been a significant 


agri 
cultural wages there ap 
“pull” 
exerted on agricultural labor, drawing it 
into railway construction, manufactur 
ing, and various other nonagricultural 
occupations.* 
In contrast to Japan, the gains in agri 

cultural productivity in Britain do not 

Ernle, op. cit., p. 459 

The effect of the growtl 

vailability of alternate oc« 

it clearly in Caird’s description o 

ture in 1850-51. In his survey of agricul 
tions at that time, he found that wages ir 
ern counties averaged about 37 per « 
the southern counties and that 
70 amo inted to about ( 


wag 


Ss since 17 
the north and only 14 per cent in the sout 
dently explains this difference as being ‘ 


due to the proximity of manufac 


enterprises” in the northern counties 


that the line of demarcation ‘‘is distinctly 
the point where coal ceases to be 
perience seems to provide an 
illustration of the generalization th: 

the stock of capital at a more rapid r 
lation growth tends to increase the 


Caird, op. cit., p. 511 
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appear to have been significant as a 
source of funds for financing the forma- 
tion of capital. Accumulations of mer- 
chant capital were already considerable in 
eighteenth-century England, and profit 
inflation during the latter decades of the 
century seems to have provided another 
important source of funds for invest- 
ment.*? In agriculture itself high prices 
wage rates appear to have 
funds 


and lagging 
been an important 
for capital improvements in the period 
1780-1813. Moreover, the agricultural 
improvements in Britain—particularly 
drainage and the introduction of farm 


source of 


machinery involved sizable capital out- 
lays. For these reasons it seems unlikely 
that gains in agricultural productivity 
played as strategic a role as in Japan in 
facilitating capital formation in Britain. 


IN LABOR PRODUCTIVITY 
ft AGRICULTURE 


INCREAS! 

IN SOVIi 

The vears 1928-40 have been selected 
for consideration because this was a pe- 
riod of rapid industrialization and far- 
reaching changes in Soviet agriculture. 
Needless to say, the environment in 
which these changes occurred was funda- 
different from the Japan of 
o-1870. 


Say, 


mentally 
1880-1920 or the Britain of 177 
The entire initiative for the changes 
stemmed from a decision of the Soviet 
government, and the transformation of 
Russian agriculture was effected with 
the forceful and frequently ruthless di- 
rection of the administration and the 
Communist party 

Between 1928 and 1938 the drastic 
collectivization and 


agriculture 


program for the 
mechanization of 


was virtually completed. Collective or- 


Russian 


ganizations accounted for only 1.7 per 
cent of the peasant households and 2.3 


per cent of the crop area in 1928 but for 


BRUCE F. JOHNSTON 


more than half of the peasant households 
and planted area three years later. By 
1938, 93.5 per cent of the households and 
99.3 per cent of the planted area had been 
collectivized.** 

Although Soviet writers have stressed 
the ambitious gains in productivity to be 
obtained by the collectivization program, 
it seems probable that technical progress 
in agriculture and a desire to raise the 
level of food consumption were not the 
chief motivations. A high regard for the 
effectiveness of deep plowing, which is 
not practical with animal draft power, 
may have been a factor.*? But writers as 
opposed in their general outlook as Dobb 
and Jasny seem to agree that the collec- 
primarily a 


tivization was 


means for insuring food supplies for the 


program 


growing urban population, not so much 
by enlarging total production as by giv- 
ing the state effective control over 
disposition of farm produce.‘ 

Crop production had recovered rapid 
ly in the mid-1920’s, but the quantity of 
food sold through commercial channels 
remained well below the prewar level.“ 
The large which had _ been 
liquidated by the Soviet land reform 
program had formerly provided the bulk 
of the marketable surplus of farm prod 
ucts. With the breaking-up of the estates 
there 


holdings 


into small individual holdings, 


seems to have been an increase in food 


consumption by the farm population 


consumer 


Moreover, the shortage of 
goods and the unfavorable price reli 
* Frank Lorimer, The Population of the S 
Union (Geneva, 1946), p. 104 

’» This factor is stressed by 
‘Regional Difference 
European Agriculture,” R ) 
XII (1), No. 31 (1944-45). $7, 64 

4° Naum Jasny, The Socialized 
USSR: Plans and Performance 
1949), pp. 25-26; Maurice Dobl 
Development Since New Yorl 
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tionship between agricultural and non- 
agricultural products reduced the incen- 
tive for farmers to commercialize their 
crops. Dobb, whose treatment is highly 
sympathetic to the Soviet regime, con- 
cedes that the collectives were more im- 
portant in channeling a larger percentage 
of the crop to the cities than in increas- 
ing efficiency.” There is indeed good 
reason to believe that the fundamental 
motive for the collectivization drive was 
political rather than economic. The 
peasants, and especially the kulaks, were 
regarded as the chief potential threat to 
the Soviet regime. Measures to augment 
‘the marketable surplus of food through 
gains in productivity by large-scale, in- 
dependent farms were therefore ruled 
out because such a policy “would have 
opened the door to revival of capital- 


ism.’*45 
The collectivization program was also 
of major importance in providing labor 


for carrying out the Soviet program of 
rapid industrialization. Lorimer esti- 
mates that the population dependent on 
agriculture and rural industries de- 
clined from 114 million in 1926 to be- 
tween 92 and 97 million in 1939. By con- 
trast, the numbers in manufacturing, 
mining, construction, transportation, and 
trade increased from 15 million in 1926 to 
an estimated 41-45 million in 1939, and 
the population dependent on public ad- 
ministration and social services rose from 
less than 5 million to 17-18 milhon.* 
Jasny believes that Lorimer’s figures 
overstate the movement of labor out of 
agriculture, but the supply of labor forth- 
coming from rural areas was unques- 
tionably great.* 

@ Ibid.. p. 224 

43 Ibid., p. 13 

44 Lorimer, op. cil., p. 105 


Ss Op cil.. pp. 709-14 
inclusive definition of persons engaged in rural 


Jasny states that a less 
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An attempt to estimate the change in 
agricultural productivity is complicated 
by uncertainty regarding the statistics of 
farm production. During the 1930's the 
Soviet statisticians shifted from the 
standard practice of estimating crop 
yields according to the weight of the 
crop actually brought out of the fields 
and into barns and granaries to estimat- 
ing the weight of the crop “‘on the root.’’” 
It is therefore necessary to make an al- 
lowance for this factor in comparing the 
official statistics for the late 1930’s with 
yields obtained a decade earlier. Jasny 
places this correction factor at about 20 
per cent, although other students sug- 
gest a smaller figure for this adjustment. 

Jasny estimates that between 1928 
and 1939 total agricultural output in- 
creased by about 15 per cent. This im- 
plies an increase in labor productivity in 
agriculture of between 30 and 4o per 
cent.’ Jasny argues that even the 30 per 
cent figure overstates the real improve 
ment in labor productivity, and he ad- 
justs it downward to allow for the freeing 
of farm labor from the care of draft ani- 
mals and for the substantial increase in 
the annual number of work days of farm 
laborers.** But viewed in relation to the 
Soviet objective of releasing manpower 
for manufacturing and other nonagricul- 
tural occupations, these objections are 
not very important. 


economy was used in the 1939 census. his adjusted 
adult working 
population in agriculture of about 10 per cent com 
pared to Lorimer’s figures which indicate a decline 
of 15-19 per cent in the rural population 


estimates show a decline in the 


#M. K. Bennett, ‘‘Food and Agriculture in the 
Soviet Union, 1917-48," Journal of Political Econo- 
my, LVII (1949), 193-04 

47 The smaller figure is related to Jasny’s ad 
justed estimate of the reduction in the farm labor 
force, while the larger figure is based on Lorimer’s 
‘‘*maximum””’ estimate of the decline in rural popula 
tion 


"Op. cit., pp. 417-19 
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The “‘statistical’’ increase in labor pro- 
ductivity considered in this paper has 
been taken as the ratio of farm output to 
labor inputs. In contrast with Japanese 
experience, the gain in “labor produc- 
tivity’ in Soviet agriculture was chiefly 
the result of a sharp increase in inputs of 
capital. The number of tractors in use 
rose from 26,700 in 1928 to 483,500 in 
1938, and sharp increases also occurred 
in the number of tractor-drawn plows, 
combines, threshers, and other items of 
farm equipment. A measure of the “‘net”’ 
gain in labor productivity in agriculture 
would require some sort of adjustment 
for the heavy investment in labor-saving 
machinery which was chiefly responsible 
for increasing the productivity of farm 
workers. But it is doubtful whether a 
quantitative estimate of this adjustment 
could be safely made because of the diffi- 
cult, if not impossible, statistical and 
conceptual problems involved. 

In Soviet Russia, as in Japan during 
the years 1880 the increase in 
productivity in agriculture was of great 


1920, 


significance as a source for financing a 
rapid rate of capital accumulation. In the 
case of Russia, it appears that the farm 


population not only failed to improve its 
level of living but probably experienced 


a deterioration in economic well-being. 
Even for the total population, per capita 
food supplies may have declined between 
1928 and 1940, and evidence of a de- 
terioration in the quality of the diet is 
strong. So far as the farm segment is 
concerned, food consumption clearly de- 
clined both in quantity and in quality. 
With the system of compulsory food col- 
lections enforced through the Machine 
Tractor Stations, the farm population 
became the residual claimant. In years 
of short crops, it is their consumption 
which has been squeezed.*? Thus forced 
collection of grains appears to have 
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played the role in the U.S.S.R. that land 
taxation played in Japan: it was the 
principal means whereby the gains in 
agricultural productivity were siphoned 
off to help finance the rapid accumula- 
tion of capital. 


POPULATION ASPECTS 


Japan, Britain, and the U.S.S.R. all 
displayed the rapid growth of population 
which is characteristic of at least the 
early stages of industrialization.*® In the 
seventy years following 1801, Britain’s 
population rose from 10.5 to 26 million, 
an increase of 2.5 times.*' In the seventy 
years following 1872, the population of 
Japan increased 2.3 times, from about 33 
million to 75 million.” Despite the re 
markable similarity in these rates of in 
crease, it is important to note that in 
Japan the period of rapid growth began 
with a much higher initial level. In rela 
tion to arable land, her population den- 
sity soon exceeded that of Britain. At the 
end of the period considered (1870 for 
Britain and 1920 for Japan), the area of 
crop land and pasture in England and 
Wales was about 25 million acres com- 
pared to something under 20 million 


op. cil., pp. 192, 195-96; Jasny, 
Dobb (op. cit., p. 288 


# Ci. Bennett, 
p. cit., pp 
asserts that 


60-07, 37-90 
7, 97 
per capita food supplies increased 
the collectivization drive, but his statement is 


mper-crop 
t 


wit! 
unconvincing } use } lect b 
inconvincing because e selects on 


year (1937) for his comparison and ignores tl 


change to estimating the crop ‘‘on the root.’ 

s° The population of the U.S.S.R. increased fron 
147 to 170 million between December, 1927, and 
January, 1939 (Lorimer, op. cit., p. 112). Because of 
the short period covered, no further consideratior 
is given to Soviet population changes. It may be 
noted, however, that this represents an annual in 
is the same as the 


crease of 1.2 per cent, which 


average annual increase in Japan, 1872-1942, while 
the annual increase for Britain in the years 1801-71 
was 1.3 per cent 

‘* Great Britain, Report of the Royal Commission 
on Population (Cmd. 7695; London, 1949 Pp. 35 


32 Japan Statistical Year-Book 1940, pp. 38 
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acres in Japan.‘? It is also necessary, 
however, to take account of the fact that 
Japan’s monsoon climate is well suited 
to rice, with a typically higher per-acre 
yield than wheat, and the prevalence of 
double-cropping in Japan further swells 
the annual yield of a plot of land. By 
means of such intensive practices and 
the gains in productivity noted above, 
the home-grown food supply increased 
more rapidly than the population. But 
after World War I, as in England after 
1850, expanding imports began to play 
the primary role in enlarging the food 
supply to match the growth of popula- 
tion. 

In England a great expansion of food 
imports provided a considerably larger 
part of the added food supplies required 
by the increase of population and rising 
levels of food consumption. Owing to her 
early start in industrialization and the 
strong foreign demand for British manu- 
factures, little difficulty was encountered 
in financing tremendous imports of food- 
stuffs and livestock feed. Japanese ex- 
ports, however, encountered formidable 
obstacles. And because of a limited en- 
dowment of natural resources, Japan’s 
industrialization was heavily dependent 
on imports of raw materials such as iron 
ore, coking coal, and raw cotton as well 
as imported foodstuffs. Hence the rate of 
expansion of Japan’s exports was an im- 
portant limiting factor in her industrial 
progress, and her balance of payments 
was chronically under pressure. The 
U.S.S.R., with its more favorable ratio 
between land and population, and more 
abundant natural resources, was not so 
dependent upon supplies of imported 
raw materials; consequently the avail- 
ability of foreign exchange was not an 
important factor limiting the progress of 
her industrialization. 


$3 Ernle, op. cit., pp. 462-63; Nasu, op. cit., p. 70 
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The rate of population growth is high- 
ly significant in determining the extent 
to which levels of living are raised by im- 
provements in agriculture and industrial 
progress. Capital accumulation and tech- 
nical progress stand out as the most 
critical factors influencing the increase 
of national product in a country under- 
going economic development. To the 
extent that progress in accumulating 
capital and in technology are not in- 
duced by the growth of population, it 
follows that the improvement in the eco- 
nomic well-being of the members of a 
country undergoing economic develop- 
ment will be greater, the smaller the in- 
crease in population. And the experience 
of Japan, Britain, and the Soviet Union 
examined in this paper suggests that, in 
these instances at least, the rate of tech- 
nical progress and capital formation 
was largely independent of population 
growth. It is abundantly clear, for ex- 
ample, that the improvement in levels of 
living in Japan would have been much 
greater if the expansion of national prod- 
uct resulting from her advances in tech- 
nology and industrialization had not 
been accompanied by an increase in 
population of about 50 million in the last 
eighty years. This experience has impor- 
tant implications for other countries of 
the Far East, where, as in Japan, the 
level of population is already high rela- 
tive to the endowment of natural re- 
sources. 


CONCLUSIONS 


Certain features of the Japanese ex- 
perience are of particular interest. The 
increase in agricultural output of nearly 
80 per cent and the doubling of labor 
productivity in a span of thirty years 


were important achievements. These 
gains were predominantly the result of 
increased use of fertilizers and advances 
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in farm technology introduced into the 
existing structure of Japanese agricul- 
ture. Moreover, the requirements for 
capital funds were small and consisted 
mainly of increased requirements for 
working capital for the purchase of com- 
mercial fertilizers. The increase in agri- 
cultural productivity also played an im- 
portant role in facilitating Japan’s rapid 
industrialization. The gains in labor pro- 
ductivity did not result in any marked 
improvement in rural levels of living, 
and consequently a major part of the in- 
crease in national product was available 
for financing capital accumulation—by 
direct government activity financed by 
the heavy land tax and indirectly by 
favored tax treatment for industry and 
by providing cheaper food for the urban 
population. 

A marked contrast is evident between 
the evolutionary character of agricul- 
tural progress in Britain, where major 
developments spanned at least a century, 
and the more rapid rates of change in 
Japan and the U.S.S.R. Part of the dif- 
ference in tempo was due to the greater 
degree of government initiative in Japan 
and, still more, in Soviet Russia, where 
a drastic “forced march”’ policy was im- 
plemented by police-state methods. The 
contrast is, of course, only a matter of 
degree. Britain’s Board of Agriculture 
was established with government en- 
couragement and received an annual 
subsidy. George III was an enthusiastic 
booster of agriculture, even contribut- 
ing articles on agriculture as “Farmer 
George.”” In the nineteenth century 
Queen Victoria was the patron of the 
Royal Agriculture Society, founded in 
1838. The purpose of the Society, which 
replaced the Board of Agriculture, which 
had been dissolved in 1822, was to pro- 
mote inventions and scientific advance in 
agriculture and to spread knowledge and 
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interest in improved techniques. The 
difference in the degree of state inter- 
vention in the Soviet Union is all too 
obvious, since the forced establishment 
of collectives largely transferred the re- 
sponsibility for agricultural progress 
from the individual farmer to the state. 
Japan’s experience falls in between 
Considerable reliance was placed on the 
initiative of the individual farmer and 
on price incentives. In addition, govern- 
ment experiment stations performed a 
key role in developing improved seed, in 
experimentation on the efficient use of 
fertilizers, and in spreading knowledge of 
improved methods. 

This difference in tempo, however, was 
also due in large part to the fact that 
Japan and the U.S.S.R. were able to 
borrow from the scientific advances 
which had been made in other countries. 
This difference has been frequently noted 
for manufacturing, where countries em- 
barking on industrialization at a later 
date can import or copy the most ad- 
vanced machines and techniques. But 
the difference is also important in agri- 
culture. Japan, starting on a period of 
rapid innovation in about 1880, was able 
to borrow heavily from the hard-won 
progress of Britain and other countries. 
The government stimulated the intro- 
duction of ‘‘Western learning” by hiring 
foreign experts in agriculture and many 
other fields and by sending Japanese 
students to foreign universities. Similar- 
ly, the Soviet Union was not only able to 
launch its mechanization by importing 
American tractors but even made a 
policy decision to adopt the ‘American 
system”’ as the general pattern for mech- 
anizing Soviet agriculture. 

The contrast in the methods by which 
the gains in agricultural productivity 
were realized in the three countries is 
important. It has been emphasized that 
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the gains in Japan were very largely the 
result of a revolution in agricultural tech- 
nique, especially improved varieties of 
seed and increased application of ferti- 
lizer. In Britain the productivity of farm 
labor seems to have been enhanced both 
by advances in agricultural techniques 
and also by substantial capital invest- 
ment in rural roads, canals, drainage fa- 
cilities, and farm machinery. In the case 
of Soviet Russia, the gains in labor pro- 
ductivity appear to have been achieved 
almost entirely through a great increase 
in the application of mechanical power 
to agriculture. The increased productivi- 
ty in the U.S.S.R. was thus dependent 
on heavy investment in tractors and 
other items of mechanical equipment, 
whereas the gain in productivity in Ja- 
pan was obtained with a very small capi- 
tal outlay. 

The whole analysis suggests that the 
Japanese model is particularly appro- 
priate to Far Eastern conditions. While 
Japan’s experience can scarcely be cited 
as an example of growth toward a demo- 
cratic society, one can assert that the 
methods used to improve farm prac- 
tices and increase productivity involved 


far less compulsion in Japan than in the 
Soviet Union. It is inconceivable that the 
whirlwind collectivization of agriculture 
in the U.S.S.R. could have been executed 
by other than dictatorial methods, 
whereas in Japan techniques of persua 
sion and individual initiative were of 
considerable importance. 

The results which have been achieved 
in Japan in raising rural and urban levels 
of living still leave a great deal to be de 
sired. The farm problem, which was 
acute in the 1930's, shows signs of be 
coming serious again, largely because of 
excess population in rural Japan. With 
her present high density of population 
and its continued rapid growth, the 
economic outlook is far from bright, 
quite apart from the effects of World 
War II. Despite these qualifications, 
there is clearly much in the Japanese 
experience which serves to throw light 
on potentialities which exist elsewhere in 
Asia. Gains in agricultural productivity 
were obtained with small capital outlay, 
with 
through methods which are applicable to 


minimum social dislocation, and 


existing small farm units. 
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HE results of the survey of inter- 
national cartels and domestic mo- 
nopoly by Professor George W. 
Stocking and Dr. Myron W. Watkins 
under the auspices of the Twentieth 
Century Fund, together with policy 
recommendations of the Committee on 
Cartels and Monopoly appointed by the 
Fund, are presented in three weighty 
volumes. Together they contain more 
than 1,500 pages, the fruit of eight years 
of study by the authors and their staff. 
So massive an undertaking under such 
excellent auspices by two well-known 
economists obviously merits attention. 
Readers will look hopefully for new 
knowledge and original insights into a 
problem area that has troubled econo- 
mists and policy-makers in the United 
States for at least seventy years. 
The ultimate objectives of the inquiry 
were an assessment of business policies 
and practices bearing upon competition 


and a prescription of public policy to 
promote competition in domestic and 
international trade. The first two vol- 
umes focus attention upon these prob- 


lems in connection with international 


and foreign business agreements; the 
third volume concerns domestic trade. 
Evans Clark, executive director of the 
Twentieth Century Fund, points out in 
a foreword that Cartels in Action is es- 

tA review article of Cartels in Action (1946), 
Cartels or Competition? (1948), and Monopoly and 
Free Enter prise (1951), by George W. Stocking and 
Myron W. Watkins. New York: Twentieth Century 
Fund. For brevity, these volumes are hereafter 
designated, respectively, I, II, and ITl 


sentially a casebook. It reviews the de- 
velopment, describes the methods, and 
analyzes the results of international car- 
tels in eight important fields: sugar, rub- 
ber, nitrogen, iron and steel, aluminum, 
magnesium, electric lamps, and chemi- 
cals. Cartels or Competition? contains 
factual information about other indus- 
tries and appraises the cartel movement 
as a whole. It presents estimates of the 
extent to which cartels affect the foreign 
trade and domestic commerce of the 
United States; analyzes their influence 
upon economic stability, volume of em- 
ployment, rate of investment, and eco- 
nomic progress; and prescribes a policy 
for dealing with them in the future. Mo- 
nopoly and Free Enterprise attempts to 
describe the relationship between concen- 
tration of economic power and the theory 
and practice of free enterprise in the 
United States, to show how competition 
has been limited by American business 
concerns and by legislation, to assess the 
economic and social effects of these de- 
velopments, and to specify policies for 
curbing monopolistic practices. 

At the outset, some general impres- 
sions of the survey as a whole may be 
stated. The student of industrial eco- 
nomics and of business policy will find 
here a virtual encyclopedia of informa- 
tion about restrictive practices of large 
American and foreign enterprises. He 
will also find much clear and consistent 
economic reasoning with which he will 
agree, if he shares with me a strong belief 
in the efficacy of competition and open 
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markets as a mechanism for the alloca- 
tion of productive resources and for eco- 
nomic progress. The survey reflects a 
sound liberal (Manchester style) philos- 
ophy, good historical perspective, and 
pungent writing. The authors effectively 
demolish the manifold arguments for in- 
dustrial syndicalism and “‘self-govern- 
ment”’ wherever they appear. In wending 
their way through dense forests of in- 
dustrial facts, they follow a consistent 
course and do not deviate from the goal 
they have set themselves—competitive 
regulation of economic affairs. For these 
achievements, they deserve credit. 

The study also suffers from serious 
limitations. There is unnecessary repeti- 
tion, both of data and of argument, and 
a loose scheme of organization—defects 
which are hard to avoid in a wide-ranging 
collaborative project. The heavy empiri- 
cism of the study, with, its reliance upon 
“‘cases”’ rather than statistical inferences 
from complete data or representative 
samples, leaves the reader in doubt 
whether all the relevant facts have been 
taken into account and whether the cases 
cited are truly representative of business 
behavior or merely illustrate the authors’ 
own generalizations. The authors do not 
provide many iresh insights into their 
subject, nor do they uncover and organ- 
ize much new knowledge. Their data are 
drawn for the most part from such second- 
ary sources as TNEC and Federal Trade 
Commission reports, court records in 
antitrust cases, and congressional and 
foreign governmental inquiries into in- 
ternational business arrangements. The 
points of view, methods of analysis, and 
general conclusions have much in com- 
mon with those of other works based 
heavily upon similar materials, such as 
the recent monograph on Maintaining 
Competition by Dr. Corwin Edwards.” 


1. “INTERNATIONAL CARTELS” 


A cartel is defined as ‘‘an arrangement 
among, or on behalf of, producers en- 
gaged in the same line of business, de- 
signed to limit or eliminate competition 
among them”’ (1, 3). This broad defini- 
tion embraces international commodity 
agreements and intergovernmental as 
well as private business arrangements of 
a restrictive character. 


A. CARTELS IN OPERATION 


The authors first examine the opera 
tion of international cartels controlling 
eight groups of commodities, in order to 
provide a factual basis for assessing the 
effects of cartels in general. They deny 
that their case studies are complete 
analyses of the economics of the indus 
tries studied, for only incidentally do 
they treat technological development, 
growth of production, joint costs, over- 
head costs, complementary ~ products, 


prices, investments, and profits. This 
admission raises the disturbing question 


whether the economic consequences of a 
cartel can be finally determined without 
very intensive study of the industry in 
which it operates. Definitive industrial 
studies of world-wide scope are formi 
dable undertakings. Because these stud 
ies fall between superficial sketches, on 
the one hand, and exhaustive analyses, 
on the other hand, inferences must neces 
sarily be drawn with caution. 

The cartels studied were in some cases 
the fabrications of governments or the 
joint products of business interests and 
their respective governments. This was 
certainly true of the sugar, rubber, and 
original nitrogen cartels. Private firms 
took the initiative in the steel, alumi 


?New York: McGraw-Hill Book Co., 1049. Cf 
y Re 
LVIII 


my review note of the work, ‘‘Antitrust Poli 
examined,” Journal of Political Econom 
(1950), Or. 
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num, magnesium, incandescent lamp, 
and chemicals cartels; but foreign gov- 
ernments apparently approved and aided 
their national participants in making 
them effective. Taken in conjunction 
with the difficulties every cartel had in 
maintaining a price-raising, output-re- 
stricting policy, this fact suggests that 
international agreements for 
monopolistic purposes would not present 
much of a threat to competition if every 
national government enforced an anti- 


business 


monopoly policy. 

In the case of sugar, unilateral na- 
tional policies to protect and subsidize 
local producers have been much more im- 
portant than cartels in abridging compe- 
tition. As regards rubber, the early re- 


striction by the British under the 


Stephenson Committee was largely de- 
feated by the Dutch, who entered the 
agreement belatedly and halfheartedly, 
and whose percentage of world rubber 


output rose phenomenally relative to 
those of British territories. British and 
Dutch rubber restrictions also intensified 
research and the development of syn- 
thetic rubber in Germany and the United 
States. Similarly, the early efforts of the 
Chilean government to limit output and 
raise the price of natural nitrates was 
largely frustrated by the development 
elsewhere in the world of synthetic, 
cyanamide, and by-product nitrogen. 
For all three products the secular trend 
of price was sharply downward, and pro- 
duction expanded greatly between the 
two. world wars. The original steel cartel 
of 1926 was defective in failing to include 
British and American producers. Even 
after they entered the second cartel in 
1933, enforcement of prices and national 
quotas was incomplete, and nonmember 
American firms often forced reductions 
secret or open) in the prices of cartel 
members. 
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International agreements among firms 
producing aluminum, magnesium, in- 
candescent lamps, and chemicals differed 
from other cartels in the fact that their 
monopoly powers rested mainly upon 
pools of patents and technological in- 
formation. The authors criticize the 
Aluminum Corporation of America for 
dealing with foreign producers of alu- 
minum and (through its Canadian sub- 
sidiary, Alted) for formulating the Alli- 
ance Aluminium in 1931 to restrict pro- 
duction and investment and remove 
“surplus” stocks of aluminum from the 
world market. The Alliance did not, how- 
ever, succeed in preventing prices from 
falling substantially, if account is taken 
of exchange devaluations. Nor did it re- 
strict. production for long. After the ac- 
cession to power in Germany of the 
Nazi party, restrictions on the output of 
German producers were removed. Para- 
doxically, it was pressure of the Ger 
man government for more aluminum to 
strengthen the military and industrial 
potential of the Third Reich that broke 
the aluminum cartel. 

In some respects, the case of magnesi 
um was similar to that of aluminum. 
Dow Chemical Company and Alcoa had 
patent monopolies on magnesium pro- 
duction processes in the United States, 
and IG Farben in Germany. After 
lengthy negotiations, the three firms (or 
their subsidiaries) concluded a patent 
cross-licensing agreement under which 
Dow agreed not to compete with IG 
Farben in European markets. It is ar 
gued that this agreement retarded the 
development of magnesium production 
in the United States relative to German 
production during the years 1934-38. 
This may be so; yet American magnesi- 
um production rose from 123,000 pounds 
in 1920 to 32,500,000 pounds in 1941, 
while the price fell precipitously from 73 





PERSPECTIVES ON MONOPOLY 


cents per pound in 1927 to 22 cents in 
1943. It appears that the American 
tariff on magnesium and the support of 
cartelism by European governments 
were the sources of such monopoly power 
as the cartel possessed. 

The production of incandescent lamps 
has been a subject of patent monopolies 
and international business agreements 
since the first decade of the present cen- 
tury. The most ambitious lamp cartel, a 
Swiss corporation quixotically named 
Phoebus, was organized by major pro- 
ducers in 1924 to exchange patents and 
technical information and to divide 
world markets. The authors assert that 
this cartel did tend to raise unit costs 
and prices and to prevent competition 
in improving the quality of electric 
lamps, but its influence was limited by 
its failure to include the entire industry. 
Noncartel producers multiplied, as im- 
portant patents expired. Conflicts of 
judgment and of interest weakened its 
control. During the thirties, Japanese 
lamp producers, who were outside the 
cartel, aggressively offered competition 
in world markets. 

Ifowever one may evaluate the net 
effects of the lamp cartel, it is a fact that 
the American retail price of a 100-watt 
domestic filament bulb fell from $1.10 in 
1920 to 15 cents in 1938 and that the 
quality of lamps improved greatly. The 
authors’ own summary is significant: 
“The price adjustments reflect the weak- 
ness of any private cartel which is 
necessarily dependent upon voluntary 
cooperation. Dominant producers some- 
how must meet the competition of non- 
cartel members. Thus even a little com- 


petition influences cost-price relation- 
ships, though the market be as closely 
controlled as the domestic electric lamp 
349). The history of the 


market”’ (I, 
lamp cartel suggests that, in the absence 
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of tariffs and other international trade 
barriers, competitive prices and outputs 
may result from inlernational competi- 
tion, even though the members of an in- 
dustry form tight monopolies within 
their respective countries. 


B. ECONOMIC EFFECTS OF CARTELS 


The cases for which some highlights 
have been presented do not support a 
conclusion that cartels have been an im- 
portant obstacle to efficient allocation of 
productive resources. That they have 
had adverse economic effects in many in- 
stances may be granted. Certainly, the 
generalization is too sweeping that the 
cartel movement “represents a rejection 
by businessmen and statesmen, after 
more than a century of almost reverent 
acceptance, of Smith’s obvious and 
simple system of natural liberty”’ (1, 5 
Whatever their intent, cartelists 
not succeeded in suppressing competition 


have 


completely, or for long, even with gov 
ernmental support! Impliedly, the au 
thors reach this same conclusion, when 
they state in their appraisal of cartels: 
“Cartels differ greatly in form, effec 
tiveness, Many 
trol experiments have been short-lived 
Others, though lasting longer, have ex 
erted little influence on prices. Some 
have represented more the expression of 
a hope than the achievement of a goal 
Beside structural weaknesses three fac- 
tors tend continually to limit the in 
fluence of cartels; (1) internal defection, 
(2) outside competition, and (3) tech- 
nolugical displacement” (II, 94). 

The authors find the wellsprings of the 
cartel movement in the monetary and 
fiscal maladjustments that 
World War I, in misguided efforts to 
reverse the world-wide depression of the 
thirties, and in the subsequent recrudes 
cence of national autarchy. They also 


and duration con 


foll vi ed 
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note the perverse effects on competition 
of the experience businessmen gained 
during World War I in “‘co-operating”’ 
with their competitors.* 

The argument is persuasive that in- 
ternational cartels tend to promote pro- 
ducer rather than consumer interests, 
tend to raise prices and restrict output, 
and tend to impede efficient resource al- 
location. The authors are on questionable 
ground, however, when they contend 
that cartels have in practice reduced the 
rate of investment in the regulated in- 
dustries, both by retarding the introduc- 
tion of new techniques and by limiting 
the expansion of facilities under existing 
techniques. It is possible that. those 
cartels which pooled patents and tech- 


nological “know-how” expanded (otal 


investment on a world-wide basis by 
making processes available to all par 
ticipants even though they limited in- 
vestment in particular countries. The 


long-term effect of the rubber and nitrate 
cartels probably was to increase invest- 
ment in the development of synthetic 
rubber and nitrogen facilities by more 
than it reduced investment in the pro- 
duction of the natural products. Schum- 
peter’s thesis that monopoly stimulates 
new investment by creating opportuni- 
ties for profitable exploitation of new 
ideas may be recalled. A high degree of 
monopolistic control of an industry may 
inhibit investment, but a minor degree of 
market control probably expands it.‘ It 
cannot be said, in any event, that cartels 
played a significant role in deepening the 
depression of the thirties. 

’ This observation has pertinence at the present 
time, when, in default of a strong anti-inflationary 
monetary policy, lenders are being asked to ‘‘co- 
operate” in a program of ‘‘voluntary credit re- 


straint,” with ominous implications for future 
competition in supplying credit. 

4Cf. K. E. Boulding, ‘‘In Defense of Monopoly,” 
Quarterly Journal of Economics, LIX (August, 1945), 
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In one of their best chapters, the au 
thors examine the problems of the agri 
cultural and mining industries and the 
case for international commodity agrec- 
ments in this area. They properly reject 
restrictive commodity agreements as a 
general solution to the problem of ex- 
treme cyclical instability of income 
which afflicts these industries. Instead, 
they urge a trial of international buffer 
stock and crop insurance programs. 
These measures, taken together with 
stabilizing international monetary and 
fiscal policies, should make unnecessary 
the traditional type of restrictive com 
modity agreement. 


C. PUBLIC POLICY FOR CARTE! 


Alternative policies for dealing with 
international cartels in the future in 
clude: laissez faire, deliberate encourage 
ment, acceptance and public regulation, 
nationalization of the cartelized indus- 
tries, or breaking cartels up and fostering 
competition. The authors advocate— and 
the committee concurs—a definite anti 
cartel policy by the. United States. Such 
a policy was part of the Proposals for 
the Expansion of World Trade and Em- 
ployment made in 1947 by the State De 
partment of the United States. It is con- 
ceded that, in the present climate of 
world opinion, the most that can be ex- 
pected in the near future is to retard the 
further development of restrictionism. 
As Professor Mason clearly pointed out 
in 1946: “Policy concerning international 
business agreements is and must be a 
small segment of a broader policy con- 
cerning international rela- 
tions.’’s Indeed, the subject of interna- 
tional cartels could more fruitfully be 
treated within a general study of inter- 
national economic policy than in connec- 


economic 


5’ Edward S. Mason, Controlling World Trade 
(New York: Committee for Econornic Development, 
1946), p. 3. 
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tion with policy to promote competition 
in the United States. Multilateral action 
should be consistently sought by the 
United States to curb or prohibit cartels, 
as well as to reduce tariffs and other 
trade barriers. 

The Committee on Cartels and Mo- 
nopoly recommends actions which can 
be taken unilaterally by the United 
States, namely: reform the antitrust laws 
to forbid American firms from participat- 
ing in cartels dividing the markets of 
third countries with a foreign producer; 
prohibit the Webb-Pomerene Act asso- 
ciations from agreeing with foreign pro- 
ducers to fix prices or restrain trade; sub- 
stitute for the Webb-Pomerene Act new 
legislation that will “limit permissible 
association in export trade to groups of 
small-scale enterprises organized for col- 
lective action in accordance with strictly 
defined cooperative principles. A small 
‘firm’ might be defined as one producing 
(or selling) less than a speciiied per- 
centage, say 10 per cent, of the total 
domestic output of a given industry or 
class of products” (II, 437). Neither the 
authors nor the committee consider 
what kind of “‘cartels’’ should be per- 
mitted—presumably some types of in- 
ternational business agreements may 
serve the public interest, such as recipro- 
cal agreements limited to the exchange 
of technological information. 


11. ‘DOMESTIC MONOPOLY”’ 


The volume dealing with monopoly in 
the United States will undoubtedly 
command a wider readership than its 
companions. It treats economic issues of 
high current theoretical and practical 
interest and recommends policies more 
controversial than those advanced for 
international cartels. We shall first indi- 
cate that nature of the argument de- 
veloped by the authors—then note the 
substance of their policy recommenda- 
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tions and those of the Committee on 
Cartels and Monopoly, and finally point 
to elements of strength and weakness in 
the analysis. 


A. THE AUTHORS’ ARGUMENT IN BRIEF 

The book begins with a description of 
the essential processes of a competitive 
free-enterprise economy. It proceeds to 
describe changes in the structure of the 
American economy since the Civil War. 
As the authors see it, these changes have 
been in the direction of increasing the 
size of the business firm and in the grow- 
ing concentration of powers of market 
control in the managements of fewer 
firms. Growing population and geograph- 
ic size of markets, along with changes in 
physical technology, afford a partial ex- 
planation. But mergers of independent 
firms engineered by power- and profit- 
hungry promoters and bankers, together 
with lax corporation laws and too- 
lenient interpretations of the antitrust 
laws by the courts, are said to have 
played an important part in the growth 
of ‘“‘fewness”’ and “‘bigness.”’ 

The authors examine recent theories of 
monopolistic and imperfect competition, 
as well as the concept of “workable’’ 
competition. They reject the notion that 
‘pure’ or “perfect’’ competition pro- 
vides a suitable norm for public policy 
but assert that competition has ‘“‘de- 
clined”’ and that concentration in many 
industries has reached a point where 
public policy must counteract it. They 
express impatience with J. M. Clark’s 
view that long-run demand and cost 
curves approach the horizontal even for 
the large firm and that the existence of 
substitute products and the potential 
competition of new entrants are usually 
sufficient safeguards against monopolis- 
tic behavior by the corporate giant. 
Stocking and Watkins affirm that this 
line of thought “leads readily to ac- 
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quiescence in the status quo and to a 
low estimate of the need for remedial ac- 
tion designed to increase the number of 
sellers and reduce the monopoly ele- 
ments in industrial markets’ (III, 99). 
Likewise, they reject Schumpeter’s thesis 
that the essence of competition is not 
rivalry among established firms in pric- 
ing a homogeneous “product” but is 
found in the dynamics of innovation of 
products, sources of supply, technologies 
and marketing strategies, and in the om- 
nipresent potential competition of es- 
tablished firms and of firms yet unborn. 
They conclude: ‘Two factors make for 
sluggish competition in markets of few 
sellers. First, sellers in such markets tend 
to behave like monopolists. Experience 
may teach them that price cutting, at 
best, will not pay; at worst, may lead to 
price wars and ruinous competition. 
Secondly, the fewer the sellers the easier 
it is for them to reap the fruits of con- 
spiracy without actually entering into 
what the is conspiracy” 
(IIL, 110-11). 

The assertion reappears in different 
forms that not only has American busi- 
ness behavior become less competitive 
but the wi/l of businessmen to compete 
has been widely replaced by a desire to 
co-operate with rivals. The practice of 
price leadership (more accurately termed 
“price following’’), of delivered pricing 
systems, and the growth of the trade as- 
sociation are all regarded as symptomatic 
of this atrophy of the competitive spirit. 
Businessmen are taken to task for paying 
lip service to competition but acting 


courts say 


collusively. 

Nor has public policy effectively 
checked the alleged decline in competi- 
tion. In their chapter entitled ‘The 
Eclipse [sic] of Competition,” the au- 
thors aver that the Sherman Act was 
meant to be comprehensive and tough 
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and to outlaw all restraints of trade. Yet 
this congressional mandate to the courts 
was subsequently obscured and whittled 
away under the “rule of reason.’’ Al 
though the United States Supreme Court 
evinced an intention during the post- 
TNEC years to attack great power of 
market control by one or a few firms (see 
the Aluminum and American Tobacco 
cases), the recent decision in the Colum- 
bia Steel case was a “setback for those 
who hoped that the Supreme Court was 
ready to use its authority to prevent con- 
centration of economic power that 
threatens free markets”’ (III, 304). 

New business policies and practices 
are said to have reflected, and 
tributed to, the decline of competition. 
Examples are the increasing prevalence 
of branding commodities, advertising, 
and differentiating products. Although 
such business practices as price dis 
crimination, exclusive dealing arrange- 
ments, and tying contracts have been 
outlawed as undesirable, the law of trade 
regulation has lagged behind economic 
developments. It does not yet effectively 
deal with consignment selling, “squeeze” 
pricing, or the “market-sharing”’ that 
is alleged to be practiced by the large 
meat-packing firms. Governmental regu- 
lation of trade practices is impeded by 
the fact that “wide disparities in the size 
of business units, with a few large firms 
dominating a field, complicates the ad- 
ministrative task of preventing dis- 
crimination” (III, 375). 

Finally, governmental policies not di- 
rectly related to business organization 
and practice are said to have impaired 
the vigor of competition. These include 
tariffs, oil conservation schemes, agricul- 
tural restrictionism, and the de facto 
exemption of agricultural marketing co- 
operatives and labor unions from anti- 
trust action. To these factors may be 


con- 
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added state corporation laws that have 
freely permitted business mergers and 
federal patent laws that have been uti- 
lized for purposes of market control. In 
the opinion of the authors: “Radical 
changes, both in technology and in the 
organization of industry, have so altered 
the nature of invention and the economic 
position of inventors as to cast strong 
doubt on whether patents are a suitable 
stimulus to individual experimentation 
and innovation modern condi- 
tions” (IIT, 450). 

A dim future is envisaged for the 
American economy, unless positive steps 
are taken to prevent the further spread 
of monopoly. ‘Experience indicates that 
effective competition withers and even- 
tually dies unless it is nurtured by posi- 
tive policies. Either the people must call 
a halt to the concentration—whether in 
governmental or private hands—-of eco- 
nomic power, or they must be prepared 
to give up a competitive economy, bit 
by bit, year by year, until it is beyond 
recall”’ (III, 526). 


under 


B. RECOMMENDED PUBLIC POLICIES 

The principal courses of action to re- 
store competition recommended by the 
authors are these: 

1. Interpret and enforce the antitrust 
laws so that the number of producers, 
industry by industry, is as large as is con- 
sistent with the economies of scale. 

2. Require federal incorporation of 
firms doing business in interstate or for- 
eign commerce, limit the use of holding 
companies, and raise the standards of 
responsibility for corporate directors and 
executives. 

3. Encourage commodity standardiza- 
tion by overhauling trade-mark law to 
limit trade-marks and brands to identifi- 
cation of the commercial source of goods 
and by grading and grade-labeling of 
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finished goods according to government 
standards. 

4. Repeal the Reed-Bulwinkle and 
Miller-Tydings acts and modify the 
Robinson-Patman Act “to make certain 
that it will not become a means of so 
standardizing pricing practices as to 
make prices rigid”’ (III, 517).° 

5. Make capital more mobile by sta- 
bilizing monetary and fiscal policy and by 
“differential corporation income tax 
rates in favor of new, small and inde- 
and by revising 


pendent companies”’ 
patent laws to require compulsory licens 


ing of patents and the sponsoring of 
technical research at governmental ex- 
pense. 

6. Make labor more mobile by better 
vocational guidance in the school system 
and by legislation safeguarding the 
rights and interests of union members in 
pension and other funds to which they 
have contributed, notwithstanding trans- 
fer to employment in other fields. 

7. “Drastic changes in governmental 
policy on labor and agriculture,”’ the na- 
ture of which (strangely) is said to be 
“beyond the this study 
(III, 55). 

The report of the Committee on Car- 
tels and Monopoly focused its attention 
upon the first of the authors’ recommen 
dations—public policy anent the large 
firm. Should antitrust action be used to 
increase the number of separate firms in 


scope” of 


an “industry’’? In answering this ques 
tion, the committee distinguished three 
types of situations. First: ““There are in- 
stances in which large-scale organization 
has apparently brought with it a more 
persistent downward pressure upon costs 
and prices than would have resulted from 


* The recent decision of the Supreme Court in 
the Schwegmann case (Bros. et al. v. Calvert Distillers 
far toward repealing the 


Week, 4301 |May, 


Corp.) has already gone 
Miller-Tidings Act (19 U.S.L 
1951]) 
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the competitive efforts of small concerns. 
The rubber tire and automobile in- 
dustries are cases in point” (III, 541). 
This situation is said to present no prob- 
lem for public policy. Second: There are 
instances where the large firm has be- 
haved in a discriminatory or predatory 
manner; here it is clear that the objec- 
tionable practices must be abated. Third: 
“There are instances in which size itself 
may carry with it serious liability to 
abuse, interposing obstacles to the entry 
of new competitors, promoting the adop- 
tion of a live-and-let-live philosophy, 
holding a protective umbrella over the 
members of a trade, or otherwise en- 
couraging the development of patterns 
of behavior that are not effectively com- 
petitive’ (III, 541). Here the proper 
course of policy is not clear. The alterna- 
tives are to break up such firms into 
smaller units, to regulate or nationalize 
them, or to limit their future growth. 
The committee rejects absolute ceil- 
ings on business size and grants that the 
present inadequacies of knowledge pre- 
vent us from knowing when size “carries 
with it serious liabilities to abuse.” 
Strangely, it does not infer from this fact 
that a fourth course of action is simply 
to observe closely the behavior of the 
large firm to see whether abuses occur. If 
they do, the situation is seen to be one 
of the second type, and appropriate re- 
medial action may be taken. If they do 
not, this is evidence that the firm’s size 
is actually not so great relative to its 
market as to lead to monopolistic be- 
havior. As the committee itself states, 
the intent and the methods of growth of 
the giant firm are irrelevant. It is the be- 
havioral consequences of size that matter. 
Yet, like Stocking and Watkins, the 
majority of the committee wanted dis- 
integrating action mow and would not 
wait for the development of criteria of 
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performance by the large firm. With one 
member dissenting, it suggested that the 
Sherman Act be amended to establish a 
“rebuttable presumption”’ that concen- 
tration exceeding a specified percent- 
age of the market for any product, or 
group of products, was prejudicial to the 
public interest. It went even further in 
arguing that, even if a policy of limiting 
size or reducing concentration impaired 
productive efficiency, this should not in- 
validate such a program, because there 
are social and political advantages to 
dispersion of economic power. “The is- 
sues presented by bigness are not to be 
resolved on economic grounds alone. 
Even where the survival of concentration 
can be justified in terms of the superior 
economy of large scale operations, non- 
economic considerations may support an 
effort to reduce the size and increase the 
number of sellers in the major markets 
for goods and services”’ (III, 554). On 
this vague principle—the opposite of 
that now being pursued in connection 
with labor and agricultural organizations 
—even the large automobile and tire 
manufacturing firms, which the commit- 
tee previously commended for socially 
acceptable performance, would not be 
protected against dismantling.’ Appar- 
ently, the large firm is to be “damned if 
it does, and damned if it doesn’t”’ turn in 
a good performance. 


C. BASIC FLAWS IN THE PREMISES 


The task of offering a critique of the 
volume on domestic monopoly is made 
difficult by the fact that so much per- 
suasive reasoning against particular anti- 
competitive laws and business practices 
is intertwined with so many false prem- 
ises and misconceptions. As a whole, the 


7 This inconsistency is pointed out by Professor 
Viner, a member of the committee, in IIT, 555 n 
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monograph presents a misleading view 
of the state of competition in the Amer- 
ican economy. To an unsophisticated 
reader—the man from Mars--it would 
present a paradox. He would undoubt- 
edly inquire how the evident facts of 
rapid economic progress, high and rising 
mass living standards, and vigorous 
rivalry among American business firms 
for consumers’ patronage could possibly 
be reconciled with the tissue of restric- 
tionism and restraint of trade which the 
authors believe to pervade the American 
economy. He might conclude that, if 
competition has, indeed, declined—with 
these results—it is not to be regretted. 
The paradox is resolved, however, by 
pointing to these interrelated errors in 
the authors’ premises: (1) a misunder- 
standing of the true nature of the com- 
petitive process under contemporary 
conditions; (2) a gross exaggeration of 
the extent of monopolistic behavior and 
of the power of control over their mar- 
kets possessed by individual firms; (3) an 
unverified notion that collusion rather 
than competition is the “natural’’ tend- 
ency of human nature; (4) the fallacy 
that competition in the United States 
has “declined” in the efficiency with 
which it performs its functions of allo- 
cating resources and promoting economic 
progress; (5) an overstatement of the 
role of mergers in the development of 


large enterprises and an invalid view 


that business mergers are usually inimical 
to the public welfare; and (6) a false 
application of the theoretical model of 
“perfect’’ competition, with large num- 
bers of sellers of a homogeneous “‘prod- 
uct’’ in each “industry”’ held necessary 
to achieve a socially desirable price and 
output. As a consequence of their erro- 
neous premises, it is natural that the au- 
thors arrive at questionable conclusions. 


D. A REINTERPRETATION OF COMPETITIVE 
THEORY 

While it is beyond the scope of this 
essay to offer a modern interpretation of 
the theory of competition, the lines of 
thought underlying the preceding criti- 
cisms may be elucidated briefly. The ra- 
tionale of orthodox competitive theory 
is that a large number of independent 
firms composing an “‘industry’’ which is 
producing a homogeneous “product” 
will result in pricing and output decisions 
that are compatible with maximum con- 
sumer welfare. In this static framework 
competition is conceived to be a simple 
process of independent price and output 
adjustment by the management of each 
firm in the industry. The technological 
and institutional setting of the classical 
theory of competition gave this theory 
plausibility. Products were comparative- 
ly few and fairly homogeneous. The va- 
riety of alternative production processes 
and marketing techniques available for 
each product was small. Consumers 
possessed relatively little supernumerary 
income, so that substitutability of prod- 
ucts by consumers was limited. Trans- 
port and communication were relatively 
slow and costly, with many firms possess- 
ing monopoly power on a spatial basis. 

The subsequent development by 
Chamberlin, Robinson, Stakelberg, and 
others, of theories embracing the phe- 
nomena of product differentiation and 
selling expenses was a step toward recon- 
ciling the realities of the competitive 
process with theory. Unfortunately, the 
newly recognized: processes were labeled 
“monopolistic” or “imperfect’’ competi- 
tion, with morally bad connotations. 
They provided critics with further proof 
that “‘real’’ (i.e., price) competition was 
no longer effective. The critics now saw 
“monopoly”’ as a systemic disease in- 
stead of an occasional! infection of the 


zee 
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economic body, when in fact they were 
really witnessing competition in new 
dimensions. 

The rapid pace of economic develop- 
ment has rendered the older concept of 
competition less adequate. The number 
of “products” has grown enormously. 
The variety of different techniques of 
producing, or of marketing, any given 
‘“product”’ has expanded. The supernu- 
merary income of the masses of consum- 


ers has become large; it provides a 
mercurial element of demand that may 
be shifted rapidly from one to another 
“product”? with increasing elasticity of 


substitution between “products” and 
increasing uncertainty confronting each 
firm regarding the extent and stability 
of its market. Firms have naturally 
sought to reduce this uncertainty by 
branding, advertising, and product dif- 
ferentiation. Price has become a some- 
what inflexible datum in many lines of 
trade, while the vital forces of competi- 
tion play around improvements in prod- 
uct quality, services to buyers, financing 
arrangements, sales promotional strate- 
gies, etc. Orthodox theorists may deplore 
these developments, but they would 
spend their time more usefully if they 
developed a competitiv e theory to fit the 
facts rather than sought to reform mar- 
kets to conform to their preconceptions.* 
It is not competition that has declined; 
the real decline has been in the relevance 
of orthodox theory tovreality. Competi- 
tive behavior has changed its form. The 
competitive spirit of business has not 
weakened; it has found new outlets. Con- 
sidering the erasure of old spatial mo- 
nopolies and the enormous growth of in- 
terproduct competition, there is much 
well expressed in a 
in this Journal. Cf. Alfred Sherrard, 


Product Variation, and the Limita 
Economics,” Journal of Political Economy, 


®Some of these points are 
arti le 
‘** Advertising, 


. 


recent 


tions o 


LIX (1951), 126 
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evidence for the view that competition 
was never more pervasive. 

In analyzing the degree of monopoly 
power possessed by a firm, or group of 
similar firms, a much wider view must 
be taken of the ‘“‘market’’ than was for- 
merly the case. The range of competition 
has enormously expanded, both spatially 
and product-wise. Competition is now 
rarely confined to rivalry between firms 
in a conventionally defined “industry.” 
Indeed, there are many products with 
which it is difficult to associate an ‘‘in- 
dustry”’ of firms. How may one, for ex- 
ample, define the electric refrigerator 
“industry”? The largest producers of 
this commodity include General Motors 
and Nash-Kélvinator (classified as mem- 
bers of the automotive industry), Gen- 
eral Electric and Westinghouse (electri- 
cal equipment industry), Philco and Ad- 
miral (radio-television industry), and 
International Harvester (farm equip- 
ment industry). Numerous other large 
firms, possessing the technological and 
managerial “know-how” and the neces- 
sary physical facilities for producing re- 
frigerators, continually stand as poten- 
tial competitors, awaiting a favorable 
profit-prospect to enter the field. The il- 
repeated many 


lustration could be 


times. 


E. THE TRUE EXTENT OF MONOPOLY 

The unshackling of thought from the 
restrictions of orthodox theory—along 
lines briefly traced above—leads to a 
much different view than the one ad- 
vanced by the authors about the extent 
of monopolistic controls in the American 
economy. But the authors’ statistical 
computations have also misled them. 
One of their few econometric efforts was 
to develop a set of estimates of the ex- 
tent to which agricultural, mineral, and 
manufactured products sold in the 
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United States in 1939 were “‘cartelized,”’ 
that is, subjected to production and pric- 
ing controls either by governments or by 
groups of producers. The astounding con- 
clusion was reached that 47.4 per cent of 
domestic sales of agricultural products, 
86.9 per cent of mineral products, and 
42.7 per cent of manufactured products 
were the subject of cartels (II, Table, pp. 
93-94). 

Examination of the data underlying 
these estimates clearly reveals their in- 
validity and helps to explain why they 
so egregiously exaggerate the extent of 
monopolistic activity.’ To illustrate, 
more than half of the allegedly ‘‘cartel- 
ized”’ domestic sales of agricultural prod- 
ucts is represented by “livestock prod- 
ucts.”” It is found, however, that the 
evidence relied upon for placing live- 
stock products in this category is that 
indictments have been brought against 
the four largest meat-packing firms 
charging them with collusion in sharing 
livestock markets (II, 478). Apart from 
the fact that these charges have not been 
proved in court, the four defendant com- 
panies account for only about 45 per 
cent of the commercial slaughter of live- 
stock in the nation, the balance being 
divided among more than a thousand 
other firms. Yet the whole class of prod- 
ucts is cavalierly treated as monopolized! 
Similarly, the largest single item in the 
domestic production of mineral products 
is ‘“‘petroleum.’’ This is apparently 
classified as “cartelized’’ because some 
writers have characterized the industry 
as a monopoly and indictments have 
been brought against large petroleum 
firms! These examples could be multi- 
plied. Such careless computations are in- 
excusable in a scholarly work. 

It should be pointed out that in a fore- 


* Cf. Appendix B to IT. 


word to the volume on domestic monop 
oly Evans Clark cautions the reader: 
“The book affords no basis for an in 
ference as to how common are the re- 
strictive practices it describes, or as to 


whether the companies involved in such 


practices have, on net balance, done 
more good than harm to the economy 
from the point of view of the national 
welfare’ (III, vii). This is a necessary 
caveat but is hardly sufficient. The book 
prescribes public policies toward large 
firms which may be supported only on 
the assumption that presumably they 
have, on balance, adversely affected the 
public welfare. Is the reader forewarned 
against the tenuous nature of these con 
clusions as well as the inadequacy of the 
premises? 


F. THE VITALITY OF COMPETITIVE SPIRIT 


The preceding argument also suggests 
the questionable character of the thesis 
that “‘business will not long remain com 
petitive, if left to its own devices. Laissez 
faire promotes monopoly, not competi 
tion”’ (III, xi). On the contrary, the rec- 
ord suggests that an economy possessing 
a large number of independent enter- 
prises, large and small, is one in which 
competition hard 
to suppress. The major threat to com- 
petitive behavior comes from deviation 
by government from a policy to support 
competition. The authors appear to con- 
tradict their earlier thesis when, in con- 
nection with a discussion of product 
differentiation and advertising, they 
say: ‘Few firms have had such a secure 
hold on the market that they could ig 
nore the possibility of their position being 
undermined if they did not discover bet- 
ter ways of making better products. 
And business is spending millions of dol- 
lars in the research laboratories to do 
just this, reflecting the basic spirit of 


truly conceived— is 
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(ITT, 


genuine competitive enterprise”’ 
333). 

The most important elements of a 
policy to promote competition are not 
antitrust action and trade regulation. 
They are monetary-fiscal policies de- 
signed to prevent prolonged depression 
and to foster orderly economic expan- 
sion. A national government that ade- 
quately discharges its primary economic 
function of providing for a steady rate 
of expansion in aggregate demand will 
not find it necessary to extend restric- 
tive controls over “‘sick’’ industries, to 
engage in wholesale cartelization under 
NRA’s, or to foster domestic monopoly 
by tariffs and international trade bar- 
riers 
AND ECONOMIC EFFECTS 
OF MERGERS 


G. THE ROLI 

Another fundamental misconception 
is that business mergers have been the 
most important cause of the growth of 
giant enterprises and industrial concen- 
tration. A forthcoming empirical study 
demonstrates, to the contrary, that be- 
tween 1905 and 1948 two-thirds of the 
increase in the total assets of the largest 
American manufacturing corporations in 
the most highly concentrated ‘‘indus- 
tries’’ was due to internal growth and 
that only one-third was achieved through 
acquisitions of assets from other firms. 
Prohibition of a// business mergers be- 
tween and 1948 would have 
changed only to a minor extent the de- 


Igoo 


gree of concentration found in these in- 
dustries in 1948."° It appears likely that 
the merger movements of the 1880’s and 
the turn of the present century may have 

Cf. J. F. Weston, Mergers and Oligopoly, a 
forthcoming publication of the Bureau of Business 
and Economic Research, University of California, 
Los Angeles. See also Butters, Lintner, and Cary, 
Effects of Taxation on Corporate Mergers (Boston: 
Division of Researc h, Graduate School of Business 


Administration, Harvard University, 1951) 
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played a significant role in corporate 
growth and concentration; but during 
the last forty years they have not been 
important. 

Although one may point to exceptional 
cases, there is no proof that, taken as a 
whole, the early mergers damaged the 
public weal. For example, the authors 
deprecate the speculations and political 
intrigues of the “robber barons,’’ such 
as Fisk, Gould, Vanderbilt, and Hunting- 
ton, and leave an impression that society 
would have been better off without them. 
The untold part of the story is that these 
men perceived the great economies of 
consolidating short railway lines into 
regional and transcontinental systems. 
Their activities—undertaken for per- 
sonal profit and involving methods that 
were often unethical by present-day 
standards—represent no mean achieve- 
ment. The emergence of a continental 
market, combined with advances in 
techniques of business management, has 
in past years created large opportunities 
for realizing genuine economies of scale 
through merger, and these opportunities 
have not disappeared." 

Reduction in the number of 
through merger does not necessarily 
make competition less effective. Where 
two weak enterprises with complemen 
tary resources or markets merge into a 
strong firm capable of offering more 


firms 


vigorous competition to its remaining 
rivals, competition is likely to become 
more effective. This is a principle of com- 
mercial bank regulation long followed by 


the FDIC. The “rule of reason’”’ utilized 


't For example, a plausible case may be made for 
reducing by merger the present sixteen domestic 
trunk-line air carriers to six integrated 
thereby increasing competition as well as reducing 
costs. Cf. Harold D. Koontz, ‘‘Economic and Mana 
gerial Factors Underlying Subsidy Needs of Domes 
tic Trunk Line Air Carriers,” Journal of Air Law and 
Commerce, Vol. XVIII, No. 2 (spring, 1951 


systems, 
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by the Supreme Court in passing upon 
the legality of industrial mergers is mere- 
ly judicial recognition that circumstances 
temper cases. Instead of attacking it, 
economists should provide the courts 
with more explicit guidance regarding 
fact-situations in which a merger will, 
or will not, be serviceable to a competi- 
tive order. 


H. THE LIMITATIONS OF KNOWLEDGE 

There is not space to analyze here the 
views about advertising, patents, rela- 
tion of size of firm to efficiency, delivered 
price systems, price leadership, and 
market behavior of firms in oligopoly 
situations. Perhaps enough has been said 
to indicate how the issues are drawn be- 
tween the authors and those who, like 
me, see competition instead of monopoly 
as a vital force in the American economy. 
But the criticisms I have offered should 
not be mistaken for a view that all is well 
with competition. Many fundamental 
issues are unsettled. The final recom- 
mendation of the Committee on Cartels 
and Monopoly deserves hearty indorse- 
ment: “If competition is to be preserved, 
the organization and practices of busi- 
ness, market by market, must be the 
subject of extensive and continual in- 
vestigation by both public and private 
agencies’ (III, 569). In fact, many 
searching studies are now being actively 
pursued in connection with pending anti- 
trust suits against large firms in the 
meat-packing, petroleum, automotive, 
investment banking, chemical, and 


other industries. At the present time it 
is impossible to say where a program to 
“insure the largest number of sellers in 
industrial markets consistent with the 
economies of mass production’’ would 
lead. It might well reduce the present 
business population in many lines, such 
as food retailing or commercial banking, 
and require a tidal wave of mergers. 
This raises a fundamental question. In 
the face of inadequacies of knowledge 
which may be inherent in a dynami 
economy—may it not be preferable to 
leave the number and size distribution 
of firms to the working-out of market 
forces, in each line of trade where com 
petition appears to be reasonably effec- 
tive and there are no real evidences of 
monopolistic behavior? If the giant firm 
is really less efficient than its smaller 
rivals, does not time bring the remedy in 
a slackened rate of growth for it relative 
to its competitors? Should not the same 
uncertainties that preclude a general 
public policy of 
achieve efficiency, make us pause before 
adopting a public policy of enforced dis- 
integration for the same purpose? At 
the minimum, public policy for dealing 
with bigness and fewness should await 


enforced merger, to 


the organization of much more knowl- 
edge about the relationships between 
market structure and business behavior 
in industries wherein concentration of 
output appears to be pronounced. The 
authors of this volume appear to reverse 
the old maxim, in counseling us to “leap 
before we look.”’ i 
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O ONE disputes the necessity for using 
N aggregate data, either theoretically or 
statistically. But these data are most useful 
when they relate to a relatively homogene- 
ous population and are defined in a way that 
is meaningful to the members of that popu- 
lation. In so far as the population is made 
up of segments which differ from one an- 
other, it is useful to separate these segments 
and to have aggregate data about each of 
them. In so far as the variables have differ- 
ent meanings, it is better to use components 
each part of which has a different interpreta- 
tion, meaning, and motivational significance 
to the members of the population, combin- 
ing them later into aggregates more useful 
for over-all analysis. 

This process of subdividing the popula- 
tion of decision-makers, and the component 
parts of a statistic, can easily be carried to 
the point where the losses from cumbersome 
models outweigh the advantages of homo- 
geneity. Hence we must search for the most 
important improvements, not just any im- 
provement or as many as possible. 

The basic proposition of this paper is that 
aggregate personal saving is not a summa- 
tion of even reasonably homogeneous com- 
ponents, either in terms of the population of 
decision-makers who do the saving or in 
terms of the relevance of the definition of 
saving to the motivation of the savers. 

As to the population of savers, all three 
oi the major sources of information on sav- 
ing behavior—United States Department of 
Commerce, Securities and Exchange Com- 
mission, and the Surveys of Consumer Fi- 
nances— include to some degree farmers and 
business owners and hence some of their 
‘“‘business” savings. The data from the Sur- 


veys of Consumer Finances allow us to dis- 
cover whether there are differences between 
these entrepreneurial groups and the rest of 
the spending units; hence we shall be con- 
cerned only with Survey data in this dis- 
cussion. I shall present some previously un- 
published data from the 1948, 1949, and 
1950 Surveys of Consumer Finances." 

Here it is necessary to note a few of the 
most important facts about the data. Farm- 
ers and businessmen are those who fell into 
a multistage national sample.? Open-country 
segments are sampled at an intermediate 
sampling rate similar to that of middle-rent 
blocks in Low-rent blocks are 
sampled less intensively, and high-rent 
blocks more intensively. The term “farmer” 
or “farm entrepreneur” refers here to farm 
operators who get a major portion of their 


cities. 


' lam greatly indebted to the Carnegie Corpora 
tion for the fellowship under which this research was 
conducted and to the Survey Research Center, In 
stitute for Social Research of the University of 
Michigan, for access to the basic data of the Surveys 
of Consumer Finances, which the Center conducts 
for the Federal Reserve Board. Dr. George Katona 
Dr. John Lansing, and Scott Maynes of Survey Re 
search Center made many helpful suggestions. Full 
understanding of the meaning of these data requires 
knowledge of the methods and definitions which 
cannot be imparted in a short note. The reader is en 
couraged to read the articles in the Federal Reserve 
Bulletin, especially the appendixes to Parts IIT and 
IV of the r950 Survey of Consumer Finances, Federal 
Reserve Bulletin, August and November, 1950, and 
the article, ‘‘Methods of the Survey of Consumer 
Finances,” Federal Reserve Bulletin, July, 1950 


2 See Roe Goodman and Leslie Kish, ‘‘Controlled 
Selection—a Technique in Probability Sampling,” 
Journal of American Statistical Association, XLV 
(September, 1950), 350-72; and for definitions of 
terms, ‘Statistical Paper, Ser. C, No. 1” of the 
United Nations, The Preparation of Sampling Survey 
Reports (Lake Success, N.Y., January 1, 1949). 
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income from this source. Business entrepre- 
neurs are those who answered “Yes” to a 
question which has gradually become more 
inclusive but which in the 1950 Survey 
read:' “‘Do you own a business or part of 
one, or did you own one anytime in 1950?” 

I have made a concerted search to find 
and include as businessmen entrepreneurs 
who had recently gone out of business (1949 
and 1948 Surveys), owners of incorporated 
businesses (1948 Survey), and a few who an- 
swered “‘No” to the question but who obvi- 
ously were operating a business (retail store, 
auto agency, large amount of rental real es- 
tate, or a large industrial medical practice 
with a hired staff). Reinvested profits are 
included as income and saving only for own- 
ers of unincorporated businesses. 

In spite of repeated cail-backs there are 
always a few cases in a survey where no in- 
terview is obtained. In addition, for greater 
efficiency the sampling rate (proportion of 
the population of spending units sampled) 
is greater in some strata than others. The 
net effective sampling rate, which depends 
on the planned sampling rate and the re- 
sponse rates, determines the weight given 
the interviews in each subgroup. All the data 
presented here are the result of weighted cal- 
culations, with the exception of the saving- 
income correlations in Table 2. Since the 
weights vary chiefly with income, farm-non- 
farm status, and primary or secondary 
spending unit status, it is believed that these 
correlations are not seriously affected by 
failure to weight the data. Actual calcula- 
tions for other analyses of weighted and un- 
weighted regressions have shown very little 
effect of weights on the saving-income re- 
gression coefficient. 

In addition, there are always a few cases 
where some information is missing about in- 
come, assets, or some components of saving. 
To throw these interviews out would involve 
changing all the weights and implicitly as- 

3 Field interviewing was done in January through 
March, 1951. The definition of farmers is identical 
with that used in the Federal Reserve Bulletin articles, 
but the Bulletin designation ‘‘managerial and self- 
employed” refers to the respondent’s chief occupa- 
tion and includes salaried managers. 
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signing to that interview the mean sample 
values for that stratum of all the variables. 
A more efficient procedure is actually used in 
the Survey of Consumer Finances publica- 
tions: values are assigned on the basis of 
other information which is available in the 
interview. Essentially this involves finding 
mean income or saving for a subcell of spend- 
ing units which match the individual in as 
many ways as possible. 

However, in the series presented here, all 
the cases where any data were “assigned”’ 
have been taken out of the sample. This was 
done for reasons having to do with other 
more detailed research and not with the 
problems at hand. The general results re- 
ported here are not significantly affected by 
the exclusion of these cases. 

Table 1 presents some data on the pro- 
portion of aggregate noncorporate saving, 
durable goods expenditures, liquid assets, 
contractual saving, and income after federal 
income taxes, attributable to the three 
groups: farmers, business owners, and the 
rest of the population. It is clear that busi- 
ness owners, and to a much smaller extent 
farmers, account for amounts of saving out 
of proportion to their numbers or to their 
aggregate income. Business profits reinvest- 
ed in the business are treated as income and 
saving only for owners of unincorporated 
businesses. It is possible also that some busi- 
ness saving is excluded because a business- 
man who finds it necessary to increase his 
dollar investment in inventories may well 
fail to regard this as profits reinvested in his 
business. For farmers, inventory increases 
are not counted as saving but become saving 
if and when the stock or grain is sold and the 
proceeds kept or invested in farm equipment 
or buildings. If we included corporate sav- 
ing in our aggregates, the proportion of total 
saving done directly by the nonentrepre- 
neurial group would be still smaller. The 
treatment of farm equipment purchases as 
an investment of savings without any de- 
preciation deductions results in some over- 
statement of saving; but, as I argue below, 
the treatment of durable goods expenditures 
as consumption also leads to a general un- 
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derstatement of saving from one point of 
view. The omission of nonmoney income 
does not affect saving but may affect its re- 
lation to income, particularly if such real in- 


TABLE 1 


SHARES OF AGGREGATES ATTRIBUTABLE TO BUSI- 
NESS OWNERS, FARMERS, AND OTHERS 


Perce ntage ol 
saving 
Business owners 
Farmers 
Others 


aggregate 


Total 
Percentage of 
durable 
penditures 
Business owners 
Farmers 
Others 


Total 


Percentage of aggregate 
income 

Business owners 

Farmers 


Others 
Total 


Percentage of aggregate 
liquid assets:* 
Business owners 
Farmers 
Others 


otal 


Percentage of 
contractual saving:} 
Business owners 
Farmers 
Others 


aggregate 


otal 


Percentage 
units 
Business owners 
Farmers 
Others 


[ spending 


0 
> 


Total 


* Excludes assets held in business accounts 


t Not computed 

} Excludes large cases where clearly a one-time payment 
Consists largely of insurance premiums, repayment of mortgage 
principal, and annuity premiums 

§ After excluding cases where some information was 
available 


un 
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come items are more important to low-in- 
come farmers. 

Table 1 also shows that business owners 
and farmers have a disproportionate share 
of aggregate liquid assets, particularly out 
of line in view of the fact that these data ex- 
clude in most cases assets held in business 
accounts. 

It seems sensible to hypothesize that busi- 
nessmen and farmers have motives for sav- 
ing—need for money to expand business, 
high rate of expected return, semiautomatic 
reinvestment of profits in a business or farm 

quite different from ordinary nonentre- 
preneurial people. This is particularly evi- 
dent when we add the consideration that 


TABLE 2 


1948 SAVING-INCOME REGRESSIONS* 
Unweighted Regressions, Hence Not Adequate 


for Estimates of Aggregate Relations) 


Farmers 
Businessmen 
Nonentrepre 
neurial home 
owners 
Nonentrepre 
neurial non 
he ymeowne;»rs 


*For the regression: Saving 
goods expenditures not treated as con 


b X Income (durable 


umption) 


3+ 


business losses result in very large dissaving 
which is involuntary. 

There are other problems in the definition 
of saving for a business entrepreneur as a 
person (apart from his business) which are 
so complex that one can argue that the man 
and his business should be combined and a 
set of savings relations estimated for “‘busi- 
nessmen and their businesses” and one for 
“farmers and their farms.” 

A better indication of the differences in 
saving behavior is given in Table 2. The 
parameters in this table are computed by 
using unweighted data and hence are not 
adequate estimates of aggregate relations, 
even apart from the omission of other rele- 
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vant variables and the use of a statistical 
method which is not optimum.‘ 

Similar relations with even greater dif- 
ferences were found for 1947; 1949 data have 
not yet been studied. Clearly the differences 
in the proportions of aggregate saving done 
by the entrepreneurial groups and by the 
others are not purely the result of differences 
in incomes, since the income-savings rela- 
tions differ. Other analyses which will not 
be presented here indicate that these differ- 
ences are not attributabie to differences in 
geographic location or asset holdings, though 
we cannot be sure of the latter because assets 
in business accounts are not reported. For 
the relation, Saving = a + 6 X Income, dis 
the slope of the income-saving regression 
(not really a marginal propensity to save ex- 
cept in an unusual sense). This slope is 
clearly much steeper for farmers and busi- 
nessmen. Those whose incomes are high 
plow large amounts back into the business 
or save a great deal. The a term is the re- 
gression value of saving at zero income. The 
impact of business losses is clearly seen in 
the much larger dissaving of farmers and 
businessmen at low incomes. Other studies 
have noted and commented on these differ- 
ences between farmers and the rest of the 
population.* 


4On the influence of various statistical methods 
on results see a forthcoming article by Lawrence 
Klein and the author in the Journal of the American 
Statistical Association. On the importance of the dis- 
tinction between entrepreneurs and others in one 
specific case (1947-48) see my note, ‘Individual Sav- 
ings in 1947 and 1948,”’ American Economic Review, 
XL (June, 1950), 381-88. While owners of incorpo- 
rated businesses are included in the entrepreneurial 
group, profits (or losses) left in these businesses are 
not included in income or saving. Hence, none of the 
savings of businessmen reported here are included in 
Department of Commerce corporate saving statis- 
tics. The definition of saving used in these regressions 
is one suggested later in this article, but the pattern 
of differences is present with either definition 


’ Dorothy Brady and Rose Friedman, Savings and 
the Income Distribution (‘‘Studies in Income and 
Wealth,” Vol. X [New York: National Bureau of 
Economic Research, 1947], pp. 250-66; T. Wilson 
Longmore and Carl C. Taylor, ‘Elasticities of Ex- 
penditures for Farm Family Living, Farm Produc- 
tion, and Savings, United States, 1946,” Journal of 
Farm Economics, XXVIII (February, 1951), 1-19; 
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The distinction between homeowners and 
nonowners is kept here because of the dif 
ference in contractual saving commitments 
and the possible differences due to omission 
of imputed rental income from income and 
consumption (see below). 


THE DEFINITION OF SAVING 


The second element of heterogeneity in 
aggregates of saving has to do with the speci- 
fication of the term “‘saving.’’ The hetero- 
geneity takes two main forms, which we des- 
ignate by ‘the treatment of durable goods 
purchases” and “‘the contractual versus non- 
contractual components.’”’ The 
these is also connected with the distinction 
between entrepreneurial and nonentrepre- 
neurial segments, as we shall see. 

On the theoretical level there are two 
main definitions of saving: the one used in 
the theory of the household (i.e., increase in 
net worth of the household) and the one 
relevant to Keynesian income analysis (i.e., 
income not spent). 

In practice the customary definition, used 
by both the Department of Commerce and 
the Federal Reserve Board-Survey 
search Center is essentially income not 
spent, except for houses or additions to 
houses. There are, of course, differences be- 
tween the two, particularly with respect to 
imputed items of income and saving, such 
as capital gains, and imputed items of in- 
come and consumption, such as depreciation 
on cars and durable goods, imputed rental 
income of houses, and value of home-grown 
food consumed. Recently the Survey of Con- 
sumer Finances has included some tables 
using another definition of sdving.* This al- 


second of 


Re- 


Jacob Oser, ‘Agricultural Policy and the Business 
Cycle,” Social Research, XVIII (March, 
32-54. 

® See Appendix IT of Part IV, ‘‘The Distribution 
of Consumer Saving in 1940,”’ Federal Reserve Bulle 
tin, November, 1950. Still more recently Dr. John B 
Lansing and E. Scott Maynes of Survey Research 
Center have been investigating the possibilities of a 
definition of saving still closer to the Keynesian one 
and hence more useful for inflation analysis: money 
income not spent. Purchases of, or additions to, 
houses and purchases of real estate are treated as 
consumption, but not purchases of securities, since 


19S! 
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ternative definition treats car purchases 
(minus trade-in) as transfer of assets similar 
to purchases of houses and subtracts esti- 
mated depreciation of cars bought that 
year, and of houses, from saving. The first of 
these brings the definition closer to the theo- 
ry of the household, and the other two closer 
to the Department of Commerce definition. 
Depreciation of cars is estimated by market 
prices and of houses by taking 1.5 per cent 
of estimated value. Imputation is much 
more difficult with survey data, where indi- 
vidual estimates must be made for each 


TABLE 3 
WEIGHTED MEANS FOR THE NON- 
ENTREPRENEURIAL POPULATION * 


1947 1 


Mean disposable income. $2,690 $2,8 
Mean saving (usual defi 

nition) 181 
Mean durable goods pur 

chases 
Mean saving 

definition) 


suggested 


Mean saving (suggested 
definition) as a percent 


age ol income 5 14.7 14.5 


*Survey data are excellently suited for distributions of 
variables, but particularly for badly skewed distributions such 
as those of income and saving these data can provide only a 
rough indication of the mean, or aggregate. In addition, there 
are differences in definitions and coverage which make it almost 
impossible to compare these with other aggregate statistics ex- 
cept in the roughest fashion. This is particularly true of saving 


case, than with aggregates such as the Com- 
merce figures. 

We are not concerned here with the treat- 
ment of imputed items. For aggregates, es- 
timates need to be made for them. For 
analysis of cross-section data, perhaps sepa- 
rate analysis of homeowners and those who 
do not own homes would be sufficient. Most 
imputations increase both income and con- 
sumption, and only the rental value of 
houses is large enough to cause significant 


they inflate the stock market rather than the prices 
of commodities. This definition also attempts to con- 
centrate on the consumer sector’s contribution to in- 
flation by excluding reinvested business profits from 
both income and saving 
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changes in the whole relation. What we are 
concerned with is the possibility that we 
come closer to the definitions used in the 
theory of the household by treating all 
durable goods expenditures as a change in 
type of assets, i.e., as a shift from one form 
of future consumption to another—and one 
which may be as liquid and flexible as some 
other forms of claim on the future such as 
securities or real estate. An extreme ex- 
ample of the difference in results would be 
the case of a spending unit with the follow- 
ing behavior: 
$3, 000 
2, QOo 
I, 500 
1, 400 


Income after taxes 

Current consumption 

Net purchase price of car. 

Decrease in assets (or increase in debt) 

The customary definition of saving would 
give saving = —$1,400, while the definition 
suggested in the last paragraph would give 
saving = $100. Neither is fully adequate, 
and we should subtract depreciation. How- 
ever, this is a difficult thing to do, since it 
involves choosing between market and ac- 
counting depreciation and making actual 
estimates and ideally should involve adding 
some imputed real items to income. The 
choice of method of depreciation is treach- 
erous. A wealthy person who turns in his 
car on a new one every year may actually 
treat the net purchase price as current con- 
sumption, whereas a man who intends to 
keep his car for ten years may think only of 
consuming 10 per cent of it per year, if that 
much. But, when a man buys a car, we do 
not know how long he will keep it, if indeed 
he knows himself. One of the consequences 
of treating durable goods purchases as sav- 
ing can be seen in Table 3. 

The welfare implications that might be 
drawn from the two definitions are quite 
clearly different, but what may be more im- 
portant is the possibility that the suggested 
definition, which is mot the most useful for 
policy analysis, may be more stable relative 
to income and more easily predictable 
through time (see bottom row of Table 3). 
If true, this would lead to the possibility 
that the more important problem would be 
the prediction of durable goods expenditures 
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and housing expenditures, the total saving 
being relatively easy to predict but consist- 
ing of an inflationary and variable com- 
ponent (purchases of durable goods and 
houses) and two other components which we 
now wish to discuss. 

Our final consideration is the distinction 
between the long-run, contractual elements 
in saving and the other components. Such 
saving components as life insurance, an- 
nuity payments, and payments on mortgage 
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time transaction. But the investigation was 
somewhat more thorough for 1947 and 1948 
than for 1949 and quite cursory for the farm 
and business groups. Table 1 indicated that, 
while the nonentrepreneurial group did less 
than half the net (noncorporate) saving, 
they did some seven-tenths of the contrac- 
tual saving. If we use the customary defini- 
tion of net saving, and subtract contractual 
saving from this, the nonentrepreneurial 
sector did only 14 per cent of the noncon- 


TABLE 4 


DISTRIBUTION OF NONENTREPRENEURIAL SPENDING UNITs IN 1949 








Sif did contractual saving 
| 


Of these: 





—_ 


aa 


38 «= Bought: durables 
12t Bought no durables 


66% had positive saving (usual definition) 
Of these: 


] f 15% did no 
contractual saving 


Of these: 
| ee | __—,- 
~ % 


Ma dissaved 


Of these: 
| [ei ata ] [ioe ata ne 
contractual saving contrectual 
saving 


Of these: Of these: 





an jf 
< Pought more durables than the 
amount of their dissaving 


Bought durables but dissaved 
\ even on the suggested 
\ definition // 


. fi 
a Ss \Did not buy durables 
\\ / 





” 75% did some contractual saving 


— vs — 
25% did no contractual saving 5 


Of these: 





Of these: 


él Saved, using the suggested definition 


11f Dissaved, using the suggested definition 


principal are largely the result of long-term 
decisions which are only occasionally re- 
vised, and usually only in certain restricted 
ways. It is possible to take out more insur- 
ance, borrow on your insurance, or to pay off 
more of the mortgage than required, but it is 
not easy to reduce any of these payments. 
One difficulty, of course, is that some mort- 
gage or annuity payments are not regular 
contractual payments but involve lump-sum 
payments such as paying off all the rest of 
a mortgage in one year. I have investigated 
the cases in the Surveys of Consumer Fi- 
nance, where contractual saving was ex- 
ceptionally large and removed those where 
rereading the interview showed some one- 


19% Saved, using the suggested definitioa 


& Dissaved, using the suggested definition 


tractual saving in 1947 and had negative non- 
contractual saving in 1948 and 1940. If we 
use the suggested definition of saving (in- 
cluding durable goods purchases), the non- 
entrepreneurial sector did 55 per cent of the 
noncontractual saving in 1947, 58 per cent 
in 1948, and 52 per cent in 1949. My correc- 
tions had a negligible effect on these per- 
centages. 

Not only are there differences in the rela- 
tive importance of the contractual elements 
in saving as between business, farm, and the 
other sectors of the population, but the very 
large size of contractual saving, life insur- 
ance payments, payment on mortgage prin- 
cipal, and annuity payments relative to the 





534 


total for the nonentrepreneurial group sug- 
gests the possibility that in analysis of ag- 
gregate data we might separate the contrac- 
tual elements and, at least for short-run 
analysis, concentrate on the noncontractual 
forms of saving and their allocation between 
housing, durable goods, and other (mainly 
liquid) forms of saving. This becomes even 
more useful where there are changes in in- 
come, since the income elasticity of con- 
tractual saving is bound to be smaller. Of 
course the inclusion of total life insurance 
premiums as saving has overstated saving 
somewhat. 

Finally, it should be noted that even with 
the divisions I have suggested there remains 
a very large element of variability in con- 
sumer behavior which is not explained by 
the usual variables such as income, assets, 
etc. Even in terms of the proportions who 
had positive or negative saving, or some or 
no durable goods expenditures, or some or no 
contractual saving, we have a distribution 
as shown in Table 4. Hence, of the 34 per 
cent who dissaved, using current definitions, 
only 17 per cent dissaved using the suggested 
definition. But several major qualifications 
must be made before any welfare implica- 
tions could even be suggested. Both defi- 
nitions treat total life insurance payments 
as saving and do not subtract any deprecia- 
tion from saving. On the other hand, only a 
few of the largest durables are included (con- 
siderably fewer than are included in Depart- 
ment of Commerce statistics), and capital 
gains are excluded. 
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I cannot pretend to have found the only 
or even necessarily the most important 
sources of heterogeneity in saving data. I 
have tried some other possibilities and de- 
cided that aggregating over them did not 
cause serious difficulties: race, number in the 
spending unit, rent level of block or dwell- 
ing, occupation aside from the entrepre- 
neurial distinction, size of city, and age at 
least up to sixty-five years. I have not in- 
vestigated such likely possibilities as re- 
ligion, social class (however defined), social] 
security coverage, or geographic region. It 
may be also that the purposes for, or forms 
of, saving need further differentiation. Real- 
ized or unrealized capital gains, gifts, and 
inheritances may be treated as income, or 
disregarded by consumers. Repayment of 
instalment indebtedness puts an additional 
constraint on some consumers’ behavior. 
Life insurance premiums or payments on 
mortgage principal are not only contractual 
but may even be regarded as expenses rather 
than saving. 

My general conclusion is that an analysis 
of consumer behavior should recognize the- 
basic differences between the entrepreneurial! 
and nonentrepreneurial populations and (in 
the definitions of the variables) the differ- 
encés between contractual saving, durable 
goods purchases, house purchases and addi- 
tions, and other saving. Any analysis must 
compromise between the complexities of the 
real world and the necessity for simplifica- 
tion, but I believe that simplification beyond 
this point probably hides too much. 
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cal, on the so-called “Pigouvian effect” 
(i.e., the effect upon the consumption func- 
tion of the increased real value of assets 
which ensues from a wage and price decline) 
has by now contributed to a more balanced 
view with respect to the theoretical sound- 
ness of this hypothesis. Especially helpful 
are the penetrating articles by Don Patinkin 
in which a wide range of relevant considera- 
tions are carefully assessed." Nevertheless, 
perhaps something more could usefully be 
said about the validity of the purely theo- 
retical conclusion that, via the “Pigouvian 
effect,” unemployment will eventually be 
Lloyd Metzler has recently 


, literature, both expository and criti- 


eliminated. 


stated the “‘pure theory” of the case as fol- 


lows: “In the absence of barriers to price- 
and-cost reductions, a system thus has an 
automatic tendency to approach a state of 
full employment.’” 

Everyone, including Pigou himself, agrees 
that the practical policy implications are 
not inviting. Asa proposition in pure theory, 
however, the analysis continues to receive 
wide support. Is this justified? 

I suggest that the most that the so-called 
“Pigouvian effect” can do is eventually to 
stop the deflation and the decline of output 
and employment. The Pigouvian effect 
could never of itself restore the economy to 
full employment. As soon as the increased 
real value of assets raises the consumption 
function sufficiently to start employment 
and output up again, prices and wages will 


*“Price Flexibility and Full Employment,” 
American Economic Review, September, 1948, and 
“Involuntary Unemployment and the Keynesian 
Supply Function,’? Economic Journal, September, 
1949 

2“Wealth, Saving, and the Rate of Interest,” 
Journal of Political Economy, LIX (1951), 96. 


cease falling, and the real value of assets 
will cease rising. Thus the “real asset effect” 
vanishes. Favorable expectations have the 
effect of raising prices. It is not a question 
of frictions preventing further wage de- 
clines as long as any unemployment remains 
Improved expectations will raise prices and 
wages in the most perfectly flexible markets 
ever experienced, even in the nineteenth 
century. Said Marshall (Principles, p. 711): 
“The revival of industry begins as soon as 
traders think prices will not continue to fall; 
and with a revival of industry, prices rise.” 
Thus the deflation of prices (which, @ /a 
Pigou, is supposed to continue to cause an 
ever increasing real value of liquid assets 
until full employment is reached) stops at 
the lower turning point. The force thai is sup- 
posed to drive the economy into full employ- 
ment already peters oul once the lower (urning 
point is reached. The Pigouvian effect ceases 
to act. So far as I know, this point has not 
been made in the literature. 

Moreover, there is, I believe, no con- 
clusive evidence that the real value of assets 
does in fact increase significantly, especially 
for the masses, in consequence of a price- 
wage decline. We know only that the real 
value of government debts and gold in- 
creases. Bank-created money involves both 
assets and liabilities, which balance each 
other off. And the real value of equities is 
unfavorably affected by the rise in the real 
value of debts. Moreover, the fall in wages 
and prices tends to strip the masses of their 
liquid asset holdings. Large sections of the 
lower-income groups are compelled to spend 
their accumulated savings during the defla- 
tion process. Thus in fact, when the deflation 
has stopped (mainly for reasons other than 
the Pigouvian one), the greater concentra- 
tion in asset holdings may possibly (who 
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knows?) act to lower the consumption func- 
tion, not to raise it. Finally, the great ma- 
jority of consumers do not usually hold any 
very large real value of liquid assets. The 
most favorable case that could be cited 
would probably be that of the United States 
after World War II. But by 1950, according 
to the Michigan Survey, 86 per cent of the 
spending units held only meager liquid 
assets.) Yet it is upon the behavior of ‘re 
mass of consumers that significant shifts in 
the consumption function must depend. As 
a matter of pure theory it is not enough to 
disclose a tendency; it is also necessary to 
assess the weakness or strength of this 
tendency. 

Abba Lerner is on far more solid ground 
when he suggests that an increase in liquid 
assets (not Pigou’s method of increasing the 
real asset value via deflation) can raise the 
consumption function. A mere monetization 
of publicly owned securities will, however, 
not increase total liquid asset holdings; it 
will only change the composition of the pub- 
lic’s assets without changing the amount of 
the public’s holdings. And while a budgetary 
deficit will increase total liquid assets, still 
such increase may not result in widespread 
mass holdings by the general public. Thus 
even the Lerner method (i.e., an increase in 
the real value of assets via expansion of 
assets rather than via Pigou’s price defla- 
tion) may not in fact prove very effective in 
raising the consumption function. That de- 


} Spending units with incomes under $1,000 (14 
per cent of all spending units) held no liquid assets; 
those with incomes of $1,000-$2,000 had $10 of 
liquid assets (median amount) per spending unit; 
those with incomes of $2,000-$3,000 held $160; 
those with incomes of $3,000-$4,000 held $350; those 
with incomes of $4,000-$5,000 held $500. This is 
not a very impressive showing. 
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pends upon what income groups are affected 
by the expenditures or tax reductions in 
question. 

The Pigouvian effect is not likely to be a 
matter of primary importance for the vast 
majority of consumers. Moreover, as Patin- 
kin has shown, the individuals in whose 
h: ads the large real assets are held react 
‘veakly (as far as consumption is concerned) 
to further increases in the real value of their 
assets. 

Nowhere has Pigou, I believe, considered 
the problem of the generality of the “price 
flexibility” envisaged. Does it include long- 
term contracts? As prices and wages fall, 
more and more firms will be driven into 
bankruptcy. This, to be sure, frees industry 
of debt; and this drastic “bloodletting,” 
once gone through, is per se a favorable fac- 
tor. But the economy will have suffered such 
body blows that it will take some time to 
recover confidence. Was it not something of 
this sort that Hicks (and perhaps others) 
had in mind when he argued in his Trade 
Cycle that the recovery from the Great De- 
pression was incomplete in part because the 
deflation had seriously destroyed confi- 
dence? J. M. Clark put this very well in his 
Economic Reconstruction (p. 123). Free com- 
petition that goes to “unlimited cutthroat 
lengths” means revolutionary changes in the 
use of money in private contracts. 

Combining both the Keynesian effect 
(via the interest rate) and the Pigouvian 
effect (via the consumption function), there 
is no doubt that these “monetary effects” 
may be among the factors tending fo stop 
the downswing. This is recognized in some 
form or other in almost all cycle theories. 
But it is one thing to put a floor to a down- 
swing, and quite a different thing to secure 
expansion to full employment. 
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The Principles of Economic Planning. By 
W. Artuur Lewis. Washington, D.C.: Pub- 
lic Affairs Press, 1951. Pp. 128. $2.50 (cloth); 
$2.00 (boards). 


This is by far the best book on economic 
planning that I have seen. While writing in a 
clear and simple language that can be followed 
by any serious reader, Professor Lewis does not 
shirk the most difficult problems. This popularly 
written book therefore deserves to be read with 
care and can be read with profit by every expert 
in the field. 

Most planners are moved by a conviction 
that central planning is necessary to bring order 
out of chaos, the conviction being firmly built 
on a determined ignorance of economics and of 
the function of the price mechanism in organiz- 
ing an “unplanned” economy. Lewis, by con- 
trast, is a top-rank economist at great pains 
throughout the book to show the advantages 
of making use of the price mechanism in “plan- 
ning by inducement” over bypassing the price 
mechanism in “planning by direction”—so 
much so that more primitive planners whose en- 
thusiasm for the miracles of central planning has 
not been dissolved by the study of economics 
will be unable to distinguish between Lewis’ 
type of planning and the “laissez faire” which 
he is at pains to attack 

Economic planning thus becomes little more 
than economic policy. The first responsibility 
is to plan for a level of effective demand ade- 
quate to provide full employment without per- 
mitting the price mechanism to be disrupted by 
inflation, open or repressed. The second re- 
sponsibility is to get society’s resources used 
most effectively in serving the preferences of 
the members of society where these are not over- 
ridden by collective decisions. Planning by di- 
rection is declared to be necessary when the 
price mechanism is ineffective, and this is es- 
sentially when factors of production do not move 
readily enough in response to price induce- 
ments. It seems to me that Lewis is a little too 
ready to recognize such an immobility justify- 
ing some nonprice planning “‘by direction.” He 
also tends to assume a skill or even cunning in 
the planners that is hard to fit in with the stu- 
pidities of past planning in Britain on which he 


pours unsparing scorn. This comes out most 
clearly in his insistence that the economic head 
aches caused to Britain by United States trade 
cycles can and must be alleviated by a skilful 
switching from import taxes and export subsi 
dies in depression to export taxes and import 
subsidies in assuming that Britain 
would be able to get away with such manipula- 
tion of the terms of trade in her favor 

There are many places where we could wish 
for more detailed explanation, as when some 
trick is hinted at which would permit a further 
equalization of income by progressive income 
taxation, while diminishing the disincentive ef 
fects of high marginal income tax rates, or in 
the defense of minimum wage rates. One may 
be annoyed at the planning of an appropriate 
level of aggregate money income being described 
as regulating the quantity of money (with ad- 
justments for the need for money), or at the un 
necessary provocation of calling taxes on prop 
erty or inheritance “confiscation.” But these 
are always minor irritations in a generally most 
satisfying treatment of the planning problems 
that survive economic sophistication. Especially 
welcome are his tying of “socialism’”’ to the ob 


booms, 


jective of “fair shares”’ instead of to instruments 


like central planning or nationalization, his sub 
jection of these means to the test of efficiency, 
and his clear recognition of wage determina 
tion as the center of the full-employment infla 
tion problem. Especially well done is the final 
chapter on “How To Plan,” and most timely and 
thoughtful are two brief appendixes on “‘Eco 
nomic Union” and “ Backward 
Areas.” 

The book will be of great value not only for 
courses on economic planning but as a means 
of keeping courses on comparative economic 
systems from slipping too far away from the 
economic principles that give them significance 
And outside of college courses it is even more 
excellent for introducing socialists and planners 
to the economic facts of life than it is for re 
minding students of economics of the human ob 
jectives that justify their discipline 
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Foundations of Economics. By WALTER EUCKEN. 
Chicago: University of Chicago Press, 1951. 
Pp. 358. $4.75. 

Foundations of Economics is a translation of 
the sixth edition of a book first published in Ger- 
many in 1940. F. A. Lutz contributes a brief 
preface commenting on the place of the book in 
the history of German economic thought. 

Professor Eucken appears to have two major 
purposes. One is to show the inadequacy of the 
analytical methods of the German historical 
school, with their emphasis upon “stages’’ and 
“styles” of development. The other is to con- 
struct a morphological framework which will fa- 
cilitate analysis of any economic system or more 
particularized economic condition, anywhere at 
any time. His attack on the German historical 
school is convincing, although probably not 
necessary for many American readers, since our 
own institutionalism has usually not emphasized 
those aspects of Historismus which he most 
strongly criticizes. 

Eucken’s morphological framework consists 
of a system of classification, in which distinc- 
tions are made between centrally directed and 
exchange economies, different types of monetary 
arrangements, and various market forms. Other 
steps intended to make his theory universally 
applicable are explanations of the roles of “‘plan- 
ning data,” “factual data,” risk, and “empirical 
rules.”” Variability of economic experience is 
stressed, and highly simplified models, such as 
those assuming a perfectly competitive econo- 


my, are dismissed as possessing too limited val- 
ue. The author’s general methodological view- 
point very nearly concides with what appears to 
be the modal belief of American economists. In 
other words, a framework of theory must be ap- 
plied to an intensively studied individual situa- 
tion; and, to possess great usefulness, the frame- 


work must represent some middle position be- 
tween extreme generality and extreme particu 
larization. Possibly the chief modification which 
the average American economist would offer 
would be greater emphasis upon statistical] 
measurement. 

Details of the framework would doubtless 
lead to more strenuous argument. Perhaps the 
greatest disagreement would concern market 
structure. Although Eucken’s categories provide 
a total of a hundred different market models 
(p. 156), he rejects monopolistic competition as 
being too unrealistic and places very little em- 
phasis upon the border-line situations between 
open and closed markets. In places, as in the 
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discussion of monopoly and competition, he ap- 
pears to engage in purely semantic controversy, 
insisting that his use of a term is better than 
another’s. 

Other disagreement will doubtless be aroused 
by his comments on theories of economic devel 
opment. Here (pp. 214-15) he makes a distinc 
tion between the predictability of market effects 
of changes in data and the predictability of in 
duced changes in the data themselves, saying of 
the latter, ““The causal connection is not of an 
exact theoretical kind. . . . The reaction always 
follows indirectly and is therefore not accessible 
to theoretical analysis, which at best can only 
show the direction in which a change in data 
could arise.”’ But, surely, we make definite pre- 
dictions concerning market effects only when we 
assume that we know all the relevant data (in- 
cluding the psychological and political data). 
Otherwise, all that we can justifiably say is that 
certain market repercussions may be experi- 
enced. And if we make similar assumptions with 
respect to “economic developments,” we can 
predict definitely in their case also. About the 
only distinction which seems to be justified con- 
cerns the relative frequencies with which we feel 
reasonably confident that we know the data and 
thus can make market and other prognostica 
tions. And this distinction should not be over 
Stressed, since even persons specialized as 
economists can often predict legislative and 
other “‘institutional’’ responses more accurately 
than they can market repercussions 

In his comments on the theory of fluctua- 
tions, Eucken argues that a static state must ex 
ist at both the start and the end of the hypo 
thetical variations, if the theory is to be useful. 
This, of course, is a view which various other 
economists have also expressed, but it seems 
much too restrictive in the light of developments 
in the theory of continuous disequilibrium. 

The translation reads smoothly. The trans- 
lator has supplied both an introductory note 
and occasional footnotes for the benefit of read- 
ers with a goed knowledge of German. 


HENRY M. OLIVER, JR 


Indiana University 


The Soviet Union, Background, Ideology, Reali- 
ty: A Symposium. By WALDEMAR GURIAN, 
MICHAEL KARPOVICH, NAUM JASNY, PHILIP 
MOSELY, STEPHEN KERTESZ, VLADIMIR 
Petrov, N. S. TrMasHev, and FRANcIs 
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Dvornik. Edited by WALDEMAR GURIAN. 
Notre Dame, Ind.: University of Notre 
Dame Press, 1951. Pp. vii+216. $3.50. 

This collection of articles is devoted to a 
number of broad aspects of Soviet Russia: 
thought control and terrorism, results of eco- 
nomic development, nationality conflicts and 
Soviet policies in eastern Europe, and, finally, 
religion. The last-mentioned topic, to which 
more than one-quarter of the slim volume is 
illotted, is represented by a very informative 
article by N. S. Timashev on “Religion in 
Russia, 1941-1950” and by a contribution 
by Francis Dvornik on “Church and State 
in Central Europe.” The inclusion of Mr. 
Dvornik’s paper is puzzling, as it is almost un- 
related to the theme of the volume; in addition, 
Dvornik allows himself to stray away from his 
theme into various historical generalities. It 
might have been the better part of editorial wis- 
dom to have presented instead an article on the 
Soviet government and the Communist party 
or on the Soviet social structure, topics that are 
omitted. Since another quarter of the volume 
is taken up by Mr. Kertesz’ rather general 
article on the ““Method of Soviet Penetration in 
Eastern Europe,” which incidentally overlaps 
somewhat with Mr. Mosely’s compressed and 
lucid account of “Soviet Policy and Nationality 
Conflicts in East Central Europe,” the Sym- 


postum as aw hole appears a good deal less than 


perfectly balanced. 

An economist will find a number of points of 
considerable interest. Thus, Mr. Gurian’s “The 
Development of the Soviet Regime from Lenin 
to Stalin” touches upon the role of ideology as 
a determinant of Soviet policies. The author 
first describes Soviet policies as a combination 
of utopian ideologies with “realistic cynical 
power policies” (p. 6); and it is curious to see 
how, as he proceeds, the emphasis is more and 
more shifted and ideology comes to assume 
ancillary position, buttressing the “establish- 
ment and justification of totalitarian power” 
(p. 9). Those students of the Soviet economy 
who feel that neither the specific mode of its 
operation nor the great landmarks in its history 
can be satisfactorily explained by reference to 
ideology will find in Gurian’s article some gen- 
eral corroboration of their impressions. Mr. 
Karpovich’s excellent discussion of the “His- 
torical Background of Soviet Thought Control” 
also raises interesting questions of historical 
continuity which have their full bearing on the 
field of Russian economic history. 
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Finally, there is Mr. Jasny’s essay on the 
“Results of Soviet Five-Year Plans,” which is 
based on considerable original research. Jasny 
attempts to eliminate the upward bias in the 
official Soviet output and income indexes at 
distorted 1926/27 prices by -deflating output 
data at current prices with the help of a series of 
price indexes, and expressing them in terms of 
“real,” i.e., uninflated, the year 
1926/27. In this way a comparison between the 


prices ol 


official and the recomputed series becomes pos 
sible. Since no price indexes have been pub 
lished in Russia after 1930, Jasny constructed 
his own price indexes on the basis of scattered 
information on prices. The article does not con 
tain any description of the basic data; nor is 
there more than a passing reference to the 
methods used in processing them. More infor 
mation on these questions is contained in 
Jasny’s recent article on “The Soviet Price 
System” (American Economic Review, Decem 
ber, 1950), but we must assume that a full 
methodological statement is reserved for the 
author’s forthcoming monograph on the sub 
ject. Jasny’s paper (which incidentally shows 
some discrepancies, in computed results, with 
the article in the American Economic Review) 
must, therefore, be regarded in the nature of a 
preview, so that only one or two critical remarks 
may be in order. 

First, it seems that the author deflated cur- 
rent values of output net of the turnover tax by 
price indexes based on prices inclusive of that 
tax. If this supposition is correct, the resulting 
output indexes at constant prices should show 
an unduly low rate of growth and, in particular, 
underrate the growth of consumers’ goods out 
put. Second, Jasny does not confine himself to 
a comparison of his own and the official indexes 
of output and income over the period but also 
presents an allocation of Soviet income in the 
years 1928, 1937, 1940, and 1948 as among in- 
vestment, defense, and other expenditures. All 
these data, it should be repeated, are expressed 
in 1926/27 prices. Naturally, this procedure 
must result in very high percentages of national 
income spent in 1948 on investment and defense 
goods, because prices of those commodities were 
very high in the base year in relation to those of 
consumers’ goods. Thus, Jasny’s tabulations 
answer a hypothetical question, viz.: What 
share of national income would have been de 
voted to investment or defense in 1948 if that 
income had been produced with the resources 
scarcity relations prevailing in 


extant and 
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1926/27; that is to say, if no industrialization 
had taken place in the intervening years. Asking 
this question does not seem to be very meaning- 
ful if the answer is expected to shed some light 
on the present burden of investment and de- 
fense expenditures in Russia and to provide 
some basis for judging the probable reactions on 
the part of the Soviet population to the restric- 
tions of consumption that follow from the gov- 
ernment’s investment and defense policies. 

The foregoing remarks, however, are not 
meant to detract from the value of Jasny’s re- 
computations which, if technically correct, will 
for the first time make it possible to gauge with 
some degree of precision the extent of the bias 
involved in the official Soviet index of output 
and income; and one is entitled to look forward 
with interest to the publication of the author’s 
comprehensive study. 


ALEXANDER GERSCHENKRON 


Harvard University 


Occupational Choice: An Approach to a General 
Theory. By Ext Gtnzperc, Sor W. Grns- 
BERG, SIDNEY AXELRAD, and Joun LL. 
HerRMA. New York: Columbia University 


Press, 1951. Pp. vili+ 271. $3.75. 


[t is not easy to review fairly a book whose 
authors begin by seeking “‘a theory of occupa- 
tional choice’? and end by claiming success. 
These researches were undertaken by Professor 
Ginzberg and his associates on the premise that 
our knowledge of how people choose their jobs 
is quite limited; that no one has ever satisfac- 
torily explained how most individuals decide 
upon a career; and that a theory of occupational 
choice is possible. Most economists will readily 
grant the first two assumptions, but the third 
deserves more attention than it receives from the 
authors in their opening chapters. In fact, the 
striving for generality is a major source of con- 
fusion in this book. For while the authors’ main 
interests clearly lie in the vocational choices of 
people who are aiming at careers—notably col- 
lege students and school children destined by 
ambition or family background for college en- 
trance—the study was broadened to include in- 
terviews with a few boys on their way to un- 
skilled and semiskilled work. Hence the rather 
crucial distinction between occupation and job 
is nowhere discussed. 

Possibly a study of the vocational condition- 
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ing of the young in professional families might 
yield interesting generalizations on how occupa 
tional preferences are formed in this milieu, 
e.g., that sons of successful surgeons may be- 
come undistinguished lawyers or hack writers 
but never dentists. But it is unreasonable to ex- 
pect that even the most exhaustive inquiry into 
the interests of children destined for dead-end 
employment will enable us to predict types of 
jobs they will hold during their working lives. 

The authors seek a general theory by inter 
viewing students (ranging from eight-year-olds 
to Ph.D. candidates) and young people who 
have quit school in an effort to discover uni- 


formities in the selection process. On the evi- 


dence obtained (and too much of the interview 
data is incorporated bodily into the text) 
Ginzberg and his colleagues conclude that, be 
fore the age of thirteen, vocational aspirations 
areinfluenced largely by uncritical fantasy; that, 
from thirteen to seventeen years, they are di- 
rected by interests and hobbies; and that hence- 
forth they are increasingly 

the individual’s estimate of his opportunities 
and abilities and the strength of his desires for 


governed by reality 


income, work satisfaction, leisure, prestige, etc. 
Common variations and pathological exceptions 
to the normal reactions of children toward work 
are discussed at length. The following summary) 
is then offered: 


This, then, is our general theory. First, occupa- 
tional choice is a process which takes place over a 
minimum of six or seven years, and more typically, 
over ten years or more. Secondly, since each decision 
during adolescence is related to one’s experience up 
to that point, and in turn has an influence on the 
future, the process of decision-making is basically 
irreversible. Finally, since occupational choice in 
volves the balancing of a series of subjective ele 
ments with the opportunities and limitations of 
reality, the crystallization of occupational choice 
inevitably has the quality of a compromise [p. 198] 


} 


The reader may judge for himself the novelty 
of this view. Once, however, the authors’ am 
bitious and impossible claim for Occupational 
Choice is discounted, the merits of their work 
are more easily perceived. It is, for example, a 
very honest book. The research techniques em- 
ployed are fully explained, Ginzberg even men- 
tioning that the results of two interview survevs 
did not warrant publication. Then, again, the 
study admirably documents a truth that still de- 
serves more attention than it commonly re- 
ceives, that is, that most persons’ knowledge of 
their job opportunities is pitifully limited at 
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best and often shockingly inaccurate. (The out- 
standing example of imperfect 
turned up this time was the second-year gradu- 
ate student in economics who believed that his 
senior professors earn “about $15,000 a year.’’) 
Likewise, the authors stress the neglected point 
that in adolescence the task of choosing the all- 
important first job is generally complicated by 
the need to draw away from parents and to es- 
tablish closer relations with the opposite sex. 

Certainly the unhappiness of men and wom- 
en who regret an irrevocable choice of job or 
occupation is often very great; and within lim- 
its not yet reached, education and vocational 
guidance can enable people in the aggregate to 
make better decisions. Occupational Choice de- 
serves the attention of readers who are con- 
cerned professionally with the difficulties of 
their fellow-men in the labor market. 
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Product Equilibrium under Monopolistic Compe- 
tition. By Hans Brems. Cambridge: Har- 
vard University Press, 1951. Pp. viii+253. 
$4.50. 

Professor Brems has made a very significant 
contribution to our theoretical literature. De- 
veloping an idea from E. H. Chamberlin, Brems 
carefully analyzes the adjustment of product- 
quality to given prices under monopolistic com- 
petition. The factual from the 
automobile industry are of great interest. Inter- 
twined with the products of original research 
runs a survey of related literature. The refer- 
ences to Continental thought will be illuminat- 
ing to many English-speaking readers. 

In one respect the book appears to show a 
lack of balance. The author passes by too easily 
a more important phase of monopolistic compe- 
tition, that is, the simultaneous adjustment of 


illustrations 


product-quality and price. The contributions 
of Boulding' and Stigler? on this score are given 
only incidental notice. 


A. J. NIcHoL 


University of Pennsylvania 


*Kenneth E. Boulding, Economic 


(New York, 1941), pp. 578-88 


Analysis 


2George J. Stigler, The Theory of Price (New 
York, 1946), Pp. 200-03 
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Deterioration ‘n the Quality of Foreign Bonds 
Issued in the United States, 1920-1930. By 
Its—e Mintz. New York: National Bureau of 
Economic Research, Pp. xi+100. 


$2.00 


I9gSst. 


This is a welcome addition to the literature 
on private United States long-term leading to 
foreign governments during the interwar period. 
The usual analysis of defaulted loans has focused 
on economic conditions at the time of defaults 
This volume, in contrast, deals with “the rela 
tion between conditions at the time of issue of 
loans and their quality, their ability to stand 
the test of depression.” 

Dr. Mintz shows that our loans to foreign 
governments deteriorated as speculation in 
creased and the boom swelled. Only 18 per cent 
of the loans made in the period 1920-24 were de 
faulted in the 1930’s, while the percentage was 
as high as so for the period 1925-29. Many 
writers have attempted to account for such 
quality differences in terms of transfer diffi 
culties the 
grounds that transfer difficulties affected loans, 
made in the 1920’s in a fairly uniform way. 

Dr. Mintz traces quality deterioration 4o 


The author rejects this view on 


three principal sources: increasingly insufficient 
ot de 
faults at the time, the relative profitability of 


investor caution owing to the absence 


foreign investment during the period, and the 
recklessness with which (but not all) 
banking houses pushed sales of questionabk 
bonds. Most of these conclusions have long been 
known, of course; Mrs. Mintz’s contribution 
consists of a careful analvsis of the economic 
conditions and investor outlook existing »t the 
time of issue of the securities and especially of 
her treatment of the technical aspects of a 
“default index.” 

The default index measures the impact of 
changing conditions in the 1920's on the quality 
of new bond issues. Mrs. Mintz defines it as the 
ratio of defaulted loans to all loans issued dur- 
ing the year. Such an index is backward-looking, 
to be sure, inasmuch as a period of time must 
elapse before one can record defaults; but for 
analytical purposes it is far more useful than the 
customary measure of defaults, namely, the 
ratio of loans defaulting to those outstanding 
during a period. In the latter sense, for instance, 
the defaultless period 1920-30 yields a virtually 
meaningless index of zero. 

Her default index on foreign government 
bonds reached go per cent in’1929, with Ca 
nadian bonds excluded (or 35 per cent with Ca 


many 
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included). It is customary to 


issues 


nadian 
exclude Canada for such purposes, inasmuch as 
it is a special case investmentwise. It would 


have been interesting if Mrs. Mintz had also 
adjusted her index for some other “special” 
cases. Thus, she mentions that the default index 
for the early 1920's is heavily influenced by the 
poor record of Brazilian issues. She did not add 
that persistent difficulties with coffee and the 
unsuccessful valorization schemes largely ac- 
counted for this situation. Yet large loans were 
made to Brazil, despite the fact that the key 
state of Sao Paulo balanced its budget but once 
from 1905 to 1930 and the further fact that the 
federal government had been sustaining rising 
deficits. In my view, Brazilian experience indi- 
cates that empirical studies of defaults will do 
well to break down large aggregates into fairly 
homogeneous components before attempts are 
made to achieve broad generalizations. Let me 
add that the target of this shot is really not 
Mrs. Mintz; she has set research standards in 
this work that others in the field may well seck 
to attain 

VIRGIL SALERA 


Washington, D.C. 


Reduction in a Business 
WuiTE. New 
Press, 10951. 


Tan 
MELVIN I 
University 


Income 
Contraction. By 
York: Columbia 
Pp. 144. $2.50 


Per sonal 


Ihe purpose of this study is to consider, in 
quantitative terms, the possibilities and limita- 
tions of a tax-reduction program as an instru- 
ment of fiscal policy. Specifically, the author 
seeks to determine the effectiveness of reduc- 
tions in the personal income tax as means of 
checking declines in business activity. A goal, of 
avoidance of declines in personal income in ex 
cess of 10 per cent from the previous peak, is 
assumed; three programs of income-tax reduc- 
tion are evaluated in terms of their ability to 
attain this goal, by determining, in quantitative 
terms, the amount of decline in business invest- 
ment which can occur, with each program, and 
not prevent attainment of the goal. 

rhe importance of the timing of the tax re 
ductions is stressed, and a formula is developed 
for automatic changes in tax rates and exemp- 
tions when personal income falls a certain dis- 
tance below the previous peak. The author re- 
gards the use of such a formula as essential to 
the success of the program, in order to avoid 


the delays from congressional debate and the 
uncertainties of excessive administrative dis- 
cretion. 

Even with the use of a formula, however, 
the limitations to the effectiveness of the pro- 
gram which arise from timing problems are 
serious; these are analyzed at length. The sig- 
nificance of the speed of the contraction and its 
distribution over time for the program is indi- 
cated, in terms of both annual and semiannual 
tax-rate changes. With the former, successful 
operation of the program is particularly diffi- 
cult. The extent of possible failure to attain the 
goal, under various situations, is expressed in 
quantitative terms 

‘he entire discussion is cast in terms of na- 
tional income levels of recent years; limited 
evaluation of the plans in terms of the 1929 and 
1937 contractions in business is provided. In 
general, however, there is a high degree of ab- 
straction, designed to make the problem man- 
ageable vithin a brief study. 

rhe study represents a definite contribution 
to a neglected field of fiscal policy and a worth- 
while experiment in reducing analysis of fiscal 
policy to a quantitative level. Little reliance 
can be placed upon the exact results, because of 
the simplifying assumptions; particularly the 
study suffers from lack of integration of the re- 
lationships of consumption and investment 
changes. Despite the author’s attempt to em- 
phasize his conclusions, the more significant 
contributions may easily be lost sight of in the 
details of the analysis of the timing problem. 
Perhaps the major contribution is that of an 
understanding of the difficulties of attainment 
of the objectives of such a study. 


Joun F. Due 


University of Illinois 


The Dollar Shortage. By CHARLES P. KINDLE- 
BERGER. Cambridge, Mass.: Technology 
Press of Massachusetts Institute of Tech- 
10logy ; New York: John Wiley & Sons, 1950. 
Pp. ix+ 276. $4.00. 


The Dollar Shortage is, in my opinion, the best 
treatment of the economics of international dis- 
equilibrium which has appeared thus far. Un- 
fortunately, Dr. Kindleberger chose as his title 
and principal subject of investigation a highly 
controversial concept, the analysis of which in- 
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volves him in a rather tiresome terminological 
debate. Kindleberger defines “dollar shortage” 
as ‘‘a condition of persistent departure or of per- 
sistent tendency to depart from equilibrium in 
the balance of payments of the United States 
in the direction of a surplus in excess of net long- 
term capital outflows.’’ He makes it clear at the 
outset that by disequilibrium he has in mind a 
market concept and not a disequilibrium in ei- 
ther the program or the accounting senses. He 
therefore seeks his answer to the causes of the 
persistent tendency for the demand for dollars 
for the purchase of United States goods and 
services to exceed the supply as determined by 
United States imports and net long-term capital 
exports, by an examination of the factors deter- 
mining United States exports, imports, and 
foreign investment. 

The author discusses a number of factors 
making for a strong competitive position and 
high demand for United States exports in world 
markets, including (1) a high rate of techno- 
logical growth resulting in new products for 
which world demand is highly elastic with re- 
spect to income; (2) foreign dependence upon 
American differentiated products; (3) govern- 
ment subsidization of agricultural products; 
and (4) the aggressiveness of American industry 
in exploiting the export market. But if techno- 
logical progress gives the United States a high 
comparative advantage in the production of 
certain exports, why does it not develop a com- 
parative disadvantage in others? Kindleberger 
finds the answer to this seeming contradiction 
of the law of comparative advantage in the dy 
namics of the adjustment process in which the 
demand for income-elastic exports of the United 
States tends to increase more rapidly than can 
be offset by increased imports or reduced ex- 


ports of other commodities. 


Turning to the United States’ propensity to 
import, Kindleberger is somewhat pessimistic 
regarding the possibility of expanding United 
States imports through tariff reduction or as a 
result of wage inflation. He leans heavily on sta 
tistical low income and price 
elasticities of demand for United States im- 
ports, but he admits that this evidence is not 
altogether conclusive. Kindleberger also bases 
his conclusion regarding the ineffectiveness of 
United States tariff reductions on the argument 
that any reduction in the United States export 
surplus is likely to reduce income and employ- 
ment in the United States, so that, on balance, 
imports may fall rather than rise. This is based 


estimates of 


543 


on Kindleberger’s thesis that the United States 
tends to overcompensate to deficits and under- 
compensate to surpluses, while the opposite 
tends to be true of other countries. 

As regards secular disequilibrium, Kindle- 
berger believes that the cause lies in large meas 
ure in “a persistent inflationary tendency in 
economically 
economies alike, which balances the deflationary 
tendency in the United States” (p. 143). His so 
lution involves in part a restraint “‘of investment 
and consumption to the limits of available do- 
mestic and external financing.” It also requires 
that some portion of the external financing of 
foreign economic development be made avail 
able to meet the balance-of-payments deficits 
1 by the domestic inflation 

In d remedies for the 
toward United States balance of payments sur 


underdeveloped and _ senescent 


gene 
cussing tendency 
plus, Kindleberger considers (1) monetary and 
fiscal policies, (2) exchange policy, (3) trade 
policy, and (4) foreign investment. Since the 
author believes that the United States has a 
tendency toward deflation, while the long-term 
trend in most of the rest of the world is inflation 
ary, little hope is expressed for co-ordination in 
the monetary and fiscal sphere. As regards ex 
change-rate adjustments, Kindleberger points 
out that depreciation may accelerate the infla 
tionary process in the depreciating country. He 
also emphasizes the limitations of depreciation 
in achieving short-run results under conditions 
of structural disequilibrium. He concludes by 
stating that depreciation is a desirable means of 
correcting disequilibria when the classical as 
sumptions of full empleyment, internal mobility 
of resources, and perfect competition are ful 
filled. These assumptions, he believes, are more 
nearly approximated in the long run rather than 
in the short run, and depreciation should be 
postponed until inflation has been checked. But 
if we postulate a long-run tendency of inflation, 
when should deficit countries depreciate? We 
have already noted Kindleberger’s pessimism 
regarding the effectiveness of changes in United 
States trade policy for solving the dollar prob- 
lem. We are left then with United States foreign 
lending as the principal weapon for dealing with 
the secular dollar shortage and the avoidance of 
United States depressions and/or the financing 
of cyclical surpluses for dealing with the cyclical 
dollar shortage 

RAYMOND F. MIKESELL 


University of Virginia 
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Finances publiques et redistribution des revenus. 
By Husert Brocuier. (“Cahiers de la Fon- 
dation Nationale des Sciences Politiques,” 
No. 15.) Paris: Librairie Armand Colin, 1950. 
Pp. xx+ 239. Fr. 450. 

In contrast to the United States, where 
many economists have been studying empirical- 
ly the effects of fiscal policy on income distribu- 
tion, European scholars have felt reluctant to 
engage in projects of this kind. Until recently, 
Tibor Barna’s brilliant analysis of the English 
situation (Redistribution of Incomes through Pub- 
lic Finance in 1937 (Oxford, 1945]) was one of the 
few exceptions which confirmed the rule. It now 
has been supplemented by a careful disserta- 
tion dealing with income redistribution in 
France, prepared under the guidance of Pro- 
fessor Jean Marchal of the Law Faculty of the 
University of Paris. In some respects, Brochier’s 
book is more ambitious than its English counter- 
part. The quantitative study offered in the first 
part is followed, in the second part, by theoreti- 
cal analysis. Yet the American reader will be 
more intrigued by the methodological remarks 
and the empirical results of the first part than 
by a general theoretical discussion which cannot 
claim originality but rather represents a con- 
densation of recent English and American 
thought. It should be added that, by using a 
twofold approach, the author exposes himself to 
some criticism. Even his mentor, Professor 
Marchal, in his erudite Preface, puts his finger 
on some possible inconsistency. While, in the 
second part, the author adheres to the basic 
teachings of Keynes, he demonstrates in the 
first part the insignificance of Keynesian prin- 
ciples as far as France is concerned (pp. xv-xvi). 

It is almost as significant that the author di- 
verges somewhat from the conventional con- 
ceptual framework. He bases his analysis on a 
broad definition of income distribution and a 
narrow definition of income redistribution. His 
point of departure, the initial income distribu- 
tion of France, includes elements of both the 
private and the public sector of the economy. 
It covers all kinds of factor incomes. Speaking 
of a redistribution on behalf of government 
officials seems to him as misleading as speaking 
of redistribution on behalf of bankers, private 
police, or private schools. In general terms, 
therefore, the inquiry deals with the difference 
between the distribution of producers’ incomes 
and the distribution of consumers’ incomes 
caused by fiscal measures. This meaning of in- 
come redistribution may be questioned also on 
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the ground that it is a money-flow concept. It 
is at least debatable whether a “service” or 
“benefit” concept of redistribution as recently 
used by John H. Adler is not more fruitful for 
fiscal analysis. 

Only to some extent do the results of the em- 
pirical part conform with those obtained by 
similar studies in other countries. The author 
concludes that, from the standpoint of class 
structure, the French farmers were the main 
beneficiaries of the redistribution process, while 
labor lost and the industrial capitalists broke 
even. If analyzed in terms of income brackets, 
the results are equally significant. While trans- 
fer payments and governmental services were 
not large enough to compensate the low-income 
recipients for their share in taxation, the high- 
and highest-income brackets received in 1946 a 
full equivalent from the government for their 
tax contributions. 

This diagnosis indicates a characteristic dif- 
ference between France and various other coun- 
tries where a progressive tax structure coupled 
with a regressive structure of public expendi- 
tures has intensified the trend toward income 
equality. It may be less startling, however, if we 
realize that this result was largely due to the in- 
clusion of the interests and amortization quotas 
of the public debt among the benefits derived 
from the government. 

Fritz KARL MANN 
American University 
Washington, D.C. 


Men of Good Hope: A Story of American Pro- 
gressives. By DANIEL AARON. New York: Ox- 
ford University Press, 1951. Pp. xiv+320. 
$4.50. 

Few subjects in American social history are 
as important and strategic as the unraveling of 
the American progressive tradition. It is a tre- 
mendous undertaking, and as yet no one has 
completed the necessary research. Such are the 
complexities of that tradition that some*Voung 
writers now contend that it no longer exists. 
Daniel Aaron, in his Men of Good Hope, places 
himself in this group. That admirable vision, 
he holds, arose in the nineteenth century; by 
the twentieth century it had practically van- 


* “The Fiscal System, the Distribution of Income, 
and Public Welfare,’’ in Fiscal Policies and the 
American Economy, ed. Kenyon E. Poole (New 
York, 1951), pp. 360-62. 
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ished. “The bogus progressivism of Theodore 
Roosevelt’s Square Deal and the sublimated 
rhetoric of Woodrow Wilson’s New Freedom 
could not revive it.”” The New Dealers, to their 
ruin, were not motivated by it, and unfortunate- 
ly, too, “it is not likely to inspire the directors 
of the Fair Deal.” 

The author attempts to trace the origin of 
American progressivism in the hope that it may 
be rehabilitated. He begins with Ralph Waldo 
Emerson and Theodore Parker as “precursors” ; 
then passes to the main carriers, Henry George, 
Edward Bellamy, Henry Demarest Lloyd, Wil- 
liam Dean Howells, and Thorstein Veblen. His 
concluding section is devoted to a sketch of the 
“bogus progressives” of our own century. 

Mr. Aaron writes very well and has a genuine 
spiritual investment in the project. He is not 
afraid to present the weaknesses of the men he 
admires. Some of the essays, notably those on 
Lloyd and on Brooks Adams, evidence the use 
of new material and reveal aspects heretofore 
unknown. And, too, he shows more than the 
usual knowledge of Laurence Gronlund, who 
was a leader in practically every radical move- 
ment between 1880 and 1900 and who influenced 
Bellamy, Howells, and Lloyd. It is amusing, 
however, to see Gronlund described as a “‘con- 
secrated democrat,” in view of his proposal, at 
one time, that a secret society composed of the 
“intelligence of the country” be organized to 
usher in socialism. 

The weaknesses of the book are due largely 
to the author’s too havy reliance on secondary 
works and to his failure to define, or at least to 
describe, progressivism clearly and adequately. 
We are told, on the one hand, that Franklin D. 
Roosevelt’s “strategy of compromise and re- 
straint, of working for realizable goals . . . was 
. .. probably necessary,” and “we can be thank- 
ful that a person of his temperament and abili- 
ties succeeded to the presidency in 1932”; on 
the other hand, Roosevelt’s New Deal was a 
failure because it “was not radical and far-reach- 
ing enough, that it came to terms too readily 
with the opposition.” Then, we are informed 
that Emerson’s belief in “laissez faire” and the 
necessity of the minimized state “showed 
marked Jeffersonian and Jacksonian over- 
tones”; and yet that F.D.R.’s belief in the 
“positive role of government” evidenced that he 
was also a “spiritual descendant of Jackson and 
Jefferson.” 

The author, furthermore, has been too ready 
to cast aside the twentieth-century progressives. 
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After all, they were the men who brought forth 
many of the fruits of progressivism. The author 
might have clarified his thinking in the matter of 
the “bogus progressives,” had he presented a 
firsthand study of an authentic progressive like 
Senator La Follette, for whom, in passing, he 
expresses admiration. La Follette’s principle of 
one reform at a time was in complete agreement 
with other progressives of the day. 

Again, excellent as is the essay on Brooks 
Adams, it seems unfair to call him a “bogus 
progressive,” since he did not consider himself 
progressive at all. 

Aaron’s book is a heartening and courageous 
treatment of a much-neglected subject. But he 
is dealing with a subject that requires the high- 
est degree of sophistication, analytical skill, 
thoroughness, and comprehensiveness. He has 
made the beginning of a contribution; I hope 
he will continue it. 

JosePH DoRFMAN 
Columbia University 


Industrial Relations Research Association, Pro- 
ceedings of the Third Annual Meeting, Chi- 
cago, December 28-29, 1950. Edited by 
MILTON DERBER. Chicago: Industrial Rela- 
tions Research Association, 1951. Pp. ix+ 
388. 

Quantitatively—without prejudice to quality 

-the Proceedings of the third annual meeting 

of the IRRA bespeak growth: the printed vol 
ume comprises 368 pages of programs as com 
pared to 236 and 270, respectively, for the first 
two meetings; with 58 speakers (including 
scheduled discussants and commentators) over 
against 27 and 32 in the first two meetings 
Another pronounced trend was the much higher 
representation of speakers with nonacademic 
affiliations: from the walks of government, 
trade-unions, industrial managements, and the 
press (about 43 per cent of such speakers over 
against 25 and 31 per cent in the preceding 
meetings). 

The program for 1950 stood to a considerable 
extent in the sign of the national emergency. 
The principal papers dealing with it were (1) 
Professor G. W. Taylor’s presidential address, 
“Collective Bargaining in a Defense Economy,” 
seeing the chief task in the prevention (through 
noncompulsory methods) of inflationary wage 
agreements rather than of strikes; (2) Professor 
William Haber’s “Appraisal of Current Man- 
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power Problems,” which compared the present 
situation to that of the last war and suggested 
methods through which manpower can be ef- 
fectively allocated, without resort to compul- 
sion; and (3) two papers on the suitability of the 
Taft-Hartley Act to wartime labor relations, 
with Professor Charles Gregory finding that, 
despite its many defects, Title I of the Act would 
work well enough, if only Section 14(b) were 
eliminated, and Professor S. Garrett demon- 
strating the inadequacy of the “national- 
emergency-strike” provisions of Title V to war- 
time labor disputes. 

The greater part of the program, however, 
had no direct bearing on problems of defense. 
On the more philosophical side there was a full- 
dress debate on the Commons-Perlman theory 
of the labor movement (dubbed by one dis- 
cussant an ecclesiastical struggle over the Wis- 
consin dogma), with one side (Professors S. 
Perlman and P. Taft and R. Kaplan of the 
AF of L Teamsters) maintaining that, New 
Deal, CIO, and Political Action notwithstand- 
ing, the American labor movement has remained 
essentially as nonpolitical, nonradical, and 
merely job-conscious as in the days of Gompers, 
and the other side (notably Editor Hardman of 
Labor and Nation) insisting 6n progressgfrom 
job-consciousness to politically oriented, road 
consciousness of “‘kind,” even though not of 
“class,” in the Marxian sense 

The many other papers were concerned with 
current specific problems, theory, and practice: 
labor mobility, effects of collective bargaining 
on wage levels, effects of technological change 
on employment; financing of unemployment 
insurance; problems of the aged, problems of 
wage statistics, and the like. 

The procedure was, on the whole, the “stand- 
ard”’ one: two or more papers treating a topic 
from different points of view, followed by one or 
more prepared comments (with danger signs in 
some instances of slipping down to the level of 
the two-cornered one-sidedness of the radio 
forum, each speaker arguing a merely limited 
viewpoint as though it were the whole). But 
there were also variations from this procedure. 
Some minor ones were in the form of joint re- 
ports by the participants in “interdisciplinary” 
research (economist, sociologist, and psycholo- 
gist combining efforts to construct quantitative 
measures of the quality of union-management 
relations); or in a likewise “interdisciplinary”’ 
panel discussion in which psychologist, sociolo- 
gist, historian, and philosopher added their 
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comments on the strike phenomenon to those of 
the specialist in industrial relations. A more sig- 
nificant and, I believe, highly welcome variation 
was the procedure adopted in the “Symposium 
on the Older Worker in Industry” (chairman, 
Professor Edwin Witte); a real round-table dis- 
cussion, based on the previously distributed 
(first) IRRA research volume, with only brief 
prepared comments, and otherwise open dis- 
cussion from the floor, thus allowing for broader 
active participation and spontaneous inter- 
change of ideas by those interested in the field. 


Joun V. SPrELMANS 
Marquette University 


The Letters of Theodore Roosevelt: The Years of 
Preparation, 1868-1900. Selected and edited 
by E. E. Morison, J. M. Bio, and J. J. 
BUCKLEY. 2 vols. Cambridge: Harvard Uni- 
versity Press, 1951. Pp. xxix+1549. $20.00 
the set. 

At a moment when every scrap of writing by 
Thomas Jefferson is being printed with elaborate 
historical notes and introductions, the project 
of publishing Theodore Roosevelt’s letters is 
comparatively a modest one. For these two 
volumes which inaugurate a projected set of 
eight proceed under limitations. The series is 
not one of Roosevelt’s writings; even the public 
papers are excluded. It neither includes letters 
to Roosevelt nor all the letters from him. The 
editors estimate that there are about 100,000 
available Roosevelt letters; they have chosen to 
publish only a tenth of them. In their selection 
they have sought to eliminate those essentially 
trivial or repetitious, to select rather stringently 
from the correspondence covering the many 
secondary interests of their subject, and in the 
major field of politics to publish practically all 
communications dealing with significant epi- 
sodes and enough on other matters to indicate 
development of thought and policy. Within 
this general framework “‘personal feeling, taste, 
special interest or amusement”’ was the deter- 
mining factor in selection. Only a minor portion 
of these letters has been published previously. 

General editorial matter has been kept to a 
minimum. In the Introduction, largely descrip- 
tive of the methods of editing, a few pages seek 
to appraise the Rooseveltian quality; and at the 
end of the second volume J. M. Blum ina short 
appendix interprets the sources and character- 
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istics of Roosevelt’s thought and personality. 
Explanatory apparatus is slight but adequate. 
Footnotes identify correspondents, names, and 
issues and occasionally refer to secondary works 
dealing with the episode in question. A Roosevelt 
genealogy provides a key to family correspond- 
ence; and a chronology, which toward the end 
becomes a day-to-day one, shows where Roose- 
velt was and what he was doing. I hope the over 
all index, promised later, will not be a mere sum- 
mation of the interim indexes in he even-num- 
bered volumes, for in its analytical scope and 
inclusiveness the present sample could easily be 
more serviceable. In the nature of the case these 
are volumes for scholars. An acquaintance with 
Roosevelt and his era, either through prelimi- 
nary study or through experience at first hand, 
is essential to an intelligent appreciation of these 
letters. 

In the volumes here under scrutiny, the first 
letter, written in 1868, is one from a ten-year-old 
boy to “My Dear Mamma”; the last on De- 
cember 31, 1900, comes from a New York gov- 
ernor winding up his task preparatory to becom- 
ing Vice-President. For those already acquaint 
ed with the Roosevelt temperament and action, 
I doubt that the material here set forth will com- 
pel a reappraisal, though it will furnish many 
new quotable illustrations: “When we come to a 
matter like the Canal, or Life Insurance, or any- 
thing touching the Eighth Commandment and 
general decency, I could not allow any consid- 
eration of party to come in.” What the letters do 
reveal is a man gifted at obtaining, as he put it, 
“a consensus.” In part a wide knowledge of in- 
dividuals and local political situations effected 
this achievement. Disclaiming “originality,” he 
sought advice from every quarter. Thus on the 
matter of trusts he submitted his gubernatorial 
message of 1899 to “Elihu Root, President 
Hadley of Yale and Professor Jenks of Cornell, 
as well as in part before Prof. Seligman of Co- 
lumbia and Judge Cohen, and that Lawyer 
James B. Dill of New Jersey . . . who is a big 
corporation lawyer.” All this was prelude to 
consulting Boss Platt! Consensus also involved 
the conquest of a temperament prone to blow 
off steam to his intimates. However, the whole 
record somehow mounts above analyses to the 
sphere of enjoyment. “In fact, I do not believe 
that any other man has ever had as good a time 
as Governor of New York.” The reader of these 
letters will share the Rooseveltian delight. 

E. C. KIRKLAND 
Bowdoin College 
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Presi e aspetti di mercato in Milano durante il 
secolo XVII. By ALpo DE MADDALENA. 
(“Instituto di Storia Economica: Serie Stu- 
di,” Vol. I.) Milan: Universita Commerciale 
“Luigi Bocconi,” 1940. Pp. 212. 


Satisfactory price history depends pre-emi- 
nently upon reliable, continuous, and adequate 
data. Professor Maddalena’s work utilizes-ma- 
terials clearly superior in continuity and relia- 
bility to those employed by other historians of 
Italian prices but shares their weakness of in- 
adequate price data 

In the archives of the’Consorzio della Miseri 
cordia, a private foundation engaged in buying 
food and clothing for distribution to the needy, 
Maddalena found unbroken price series for 
1605-1710, the period corresponding to “the 
second phase of the Spanish domination.” The 
homogeneity of weights and qualities of the 
articles priced has been established satisfactori- 
ly. For control purposes, prices were obtained 
from the records of similar charitable endow 
ments in Milan 

Only six commodities have been priced: 
wheat bread, rye, millet, rice, wine, and two 
grades of woolen cloth. The series for bread, 
rice, and wine consist of quotations for January 
1 and July 1 every year; for the other commodi 
ties, the January quotations are complete, but 
more than half of the July prices are missing 
In addition to prices in money of account (ex- 
pressed in shillings and hundredths of a shilling), 
numerous tables and graphs show each series 
adjusted for changes in the money-of-account 
quotation of the silver ducat. Construction ac 
count-books from the Cathedral of Milan fur 
nished current quotations both for the ducat 
and for a Spanish and an Italian gold coin 

None of the commodities in Maddalena’s 
series was included in Amintore Fanfani’s study 
of Milanese prices. But Fanfani reported prices 
of wheat straw, which might be expected to 
show a moderate correlation with bread prices; 
actually, the coefficient of correlation is only 
+.20 for the nineteen years (between 1601 and 
1629) for which the data overlap. 

Except for numerous plateaus, Maddalena’s 
series exhibit violent cyclical and erratic move- 
ments throughout the century. Grain and wine 
prices are fully twice as high in 1710 as in 160s, 
but this represents not so much the culmination 
of a long secular trend as the climax of a cyclical 
upswing commencing in 1704-5. Five-year av 
erages, reduced to price relatives on the 1680-84 
base, reveal a maximum variation of less than 
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100 per cent in the case of rye, wine, and low- 
grade cloth, exactly 100 per cent for high-grade 
cloth, and somewhat less than 150 per cent in 
the case of bread, millet, and rice. Except for 
rye, the lowest prices are those of the base 
period; and in four instances the highest av- 
erages occur In 1625-29 

The effects of legal price-fixing (assuming no 
tampering with the original accounts) are re- 
flected 
prices are repeated. Thus, the bread price stands 


in the frequency with which certain 


35 shillings per hundredweight in 50 cases 


at 333. 
out of 212, including 17 successive semiannual 


quotations of 333.35 shillings in 1652-60. In 
this decade military operations near Milan 
should have induced enough disturbance in the 
grain market to force the price of bread up- 
ward, but Maddalena believes that favorable 
weather and good harvests sufficiently account 
for this almost unbelievable stability. Scarcely 
less incredible is the uniform price of 30 shillings 
per braccia for low-grade cloth from 1688 to 
1710. 

No index numbers have been computed. In- 
stead, with the idea of testing the interrelation- 
ship of individual price series, confluence analy 
sis has been applied to the data for periods of 
fifteen to twenty-five years at a time. The re- 
sults of this tour de force are presented in 692 
regression or “bunch-map”’ diagrams of the type 
developed by Frisch. The conclusions are not 
very enlightening. The linear correlation of 
grain 
period; the introduction of a third, fourth, or 
fifth variable sometimes improves the estimates 
of interdependency but just as often worsens 
them. The correlation analysis introduces sala 
ries and wages as variables, despite the fact that 
these series consist only of (a) the salary of a fac- 
tor in the Consorzio (300 pounds a year in 1605 
8, 432 pounds in 1609-19, and 500 pounds in 


’ 


prices proves to be good in all but one 


1620-1710) and (6) the wage of a porter (72 
pounds in 1605-16, 96 pounds in 1617-27, 


é 


and 
120 pounds in 1628-1710). Fortunately, the ma- 
jor part of Maddalena’s contribution to Italian 
price history rests upon firmer ground 


RosBeErt S. SMITH 
Duke University 


Die Entwicklung des Finanszausgleichs im Deut- 
schen Reich und in Preussen von 1019 bis 
1944. By HANs-Ericu Hornscuv. (‘‘Kieler 
Studien,’ No. 3.) Kiel: Institut fiir Welt- 
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wirtschaft an der Universitat 
Pp. xiv+198. DM. 12. 


Kiel, 1950. 


This informative litthke volume contains a 
rather detailed view of the German “‘Finanzaus 
gleich,” or system of fiscal equalization between 
levels of government, as it developed from 1871 
to 1948. Largely a factual report, the study nev 
ertheless provides interesting insight into the 
principles of finance in a federal state. The very 
concept of “‘Finanzausgleich’”’—with its empha- 
sis on equalization, as against ourneutral concept 
of “federal/state fiscal relations” 
considerable interest to the American student. 

The first part of the volume covers the fiscal 
relationship between the Reich and Lénder gov- 
ernments. The turbulent development of this re 
lationship reflects the ups and downs in the 
struggle between unitary and federalist state, 
characteristic of German history since the in- 
ception of the Reich in 1871. In the initial sys 
tem, the major direct revenue sources were re 
served for the Lander, while the Reich was given 
the use of indirect taxes and customs. Addition- 
al revenue was to be provided—subject to the 
control of the Ldnder—through transfers to the 
Reich. Bismarck’s struggle for strengthening of 
the Reich budget was aided by sharply rising 
custom revenues which subsequently led to a 
counierflow of transfers from the Reich to the 
Linder. However, the fiscal supremacy remained 
essentially with the Lander until 1919, when the 
Erzberger reforms transferred the major direct 
taxes to Reich use. During the Weimar Repub- 
lic, Lander finances were dependent upon trans- 
fers from the central government, such transfer 
being determined largely, though not entirely, 
according to contributions to central tax reve 
nues. After 1933 the trend toward strengthening 
of the central government was accentuated, 
leading to complete centralization of taxing 
powers by 1944. 

In the second and larger part of the study 
we are given a detailed account of the relation 
ship between state and municipal finance in 


should be of 


Prussia. Of major interest in this development 
is the Prussian fiscal reform of 1938, when, un 
der the direction of Popitz, the old system of 
transfers according to origin (essentially the 
principle of shared taxes) was replaced by a sys- 
tem of equalization in which considerable al- 
lowance was made for differentials in fiscal ca- 
pacity. Also, the tax on real property was re- 
served for sole use by municipalities. Under the 
new plan the fiscal needs of municipalities were 
determined on the basis of population (with a 
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rising per capita requirement, the larger the 
municipality) ratio of children to adults and 
ratio of wage-earners to total population. Fiscal 
ability was measured according to the yield of 
major municipal taxes (mostly real property 
tax), and the transfer to each municipality was 
determined by deducting the measure of ability 
from that of need. This basic reform was amend- 
ed subsequently, leading to complete centraliza- 
tion in 1944, when the system of transfer from 
Lander to municipalities was replaced by a di- 
rect system of transfers from Reich to munici- 
palities. However, it appears that the basic 
principles of the Prussian reform of 1938 were 
retained in the determination of Reich shares. 

The new fiscal plan provided for in the 
Grundgesetz of 1948 constitutes essentially a re- 
turn to the pre-World War I system. Revenues 
from the major direct taxes, though enacted uni- 
formly by the central parliament, are returned 
again to the Lauder, while the central govern- 
ment is to rely on indirect taxes. Contributions 
out of direct-tax revenues may be made to the 
central government but subject only to the ap- 
proval of the majority of the Lander. According- 
ly, the system of transfers to municipalities is 
determined again by the Lander rather than the 
Reich. Already it is evident, however, that this 
arrangement will be short lived, as increased 
fiscal needs of the central government call for 
central resort to the major sources of direct 
taxation. As this development occurs, it will in 
turn affect the land-to-municipality transfer. 
Dr. Hornschu expresses the hope that transfers 
to municipalities will be determined again along 
the lines of the Popitz reforms of 1938. 


R. A. MusGRAVE 


University of Michigan 


Effects of Taxation: Corporate Mergers. By J. 
KeitH Butters, JOHN LINTNER, and Wiz- 


LiAM L. Cary. Boston: Harvard Business 
School, 1951. Pp. xvilit+-364. $4.25. 


This book is the second in the series arising 
from the research program on the effects of 
taxation on business conducted through the 
Harvard Graduate School of Business Adminis- 
tration, financed by a grant from the Merrill 
Foundation for Advancement of Financial 
Knowledge. The basic purpose of the study is 
to provide an appraisal of the effects of federal 
taxation on merger activity and on the continued 
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existence as competitive entities of our inde- 
pendently owned small and medium-size com 
panies. The study consists of five main sections. 

1. An analysis of the nature of tax motiva 
tions for the sale of closely held enterprises. The 
estate tax makes it nearly mandatory for the 
owners of successful enterprises to accumulate 
large amounts of liquid assets to provide for its 
payment. However, the personal income-tax 
structure, in conjunction with the double taxa- 
tion of dividends, often makes the accumulation 
of such funds prohibitively costly if not impos 
sible. The estate tax and the income tax ther 
fore become a vise which frequently leaves the 
owners with little choice except to retain earn 
ings and sell out at capital-gains rates. However, 
the number of businesses actually sold for tax 
reasons during the forties appears to be con 
siderably smaller than is frequently asserted, 
and the Revenue Act of 1950 affords relief under 
some circumstances by providing that certain re- 
demptions of stock made to pay death taxes 
shall not be treated as dividends. 

2. A consideration of the alternative courses 
of action which the owners of closely held enter 
other 
These include gifts before death, 
public sale of stocks, and gifts and sales to phil 
anthropic institutions. I believe that the au 
thors, in considering these alternatives, under 


prises may adopt to avoid selling out t 
companies 


rate the extent to which owners have sold out 
to the public rather than to other compani 
If this is true, it is probably a result of the fact 
that the authors investigated for the most part 
“only transactions involving sales to other cor 
panies” (p. 158). 

3. An appraisal of the relative importanc« 
of the tax motivations for sale and purchase of 
against the nontax 
motivations, to both buyers and sellers. Taxes 
were found to be a relatively much more impor 
tant reason for the sale of larger than of smaller 


business enterprises, as 


companies. Among the nontax reasons for sale, 
considerations of management and investment 
were by far the most frequent and most impor 
tant. Taxes are apparently of very slight impor 
tance as a motive for the purchase of other com 
panies, and for the most part the nontax motiva 
tions reflect the basic drive for expansion which 
motivates many American business executives, 
as well as the fact that mergers often represent 
the most attractive means of expansion 

4. Astatistical analysis of the scale and char 
acteristics of the merger movement during the 
period 1940-47 and a comparison between this 
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and major earlier movements. The principal 
conclusion is that the recent merger movement 
stands in sharp contrast with the earlier move- 
ments in that the latter very greatly increased 
industrial concentration, whereas the recent 
movement has had relatively little effect upon 
it. The main reason for this difference is that 
the earlier movements were characterized by 
mergers of large companies with each other, 
whereas in recent years large companies have 
acquired small firms 

5. An analysis of the effects of taxes on the 
legal form in which purchases and sales of busi- 
ness enterprises are made. Tax considerations 
are especially important to the sellers. If pay- 
ment is made in the stock of the buyer, the 
transaction can be qualified as a tax-free ex- 
change. If the stock or property sold has ap 
preciated greatly in value,and if the seller is 
willing to hold the stock of the buyer as a con- 
tinuing investment, this opportunity may be 


very valuable to the seller 
This book will prove valuable to students of 
both public and corporation finance. 


RaAcpu C. Hon 
Southwestern at Memphis 


National Income Behavior: An Introduction to 
Algebraic Analysis. By Tuomas C. SCHEL 
LING. New York: McGraw-Hill Book Co., 
1951. Pp. x+ 291. $4.50. 

By now, it is perhaps trite to record the 
harsh fact that without a command of mathe- 
matical tools the person interested in contribut- 
ing to economic theory is pretty much restricted 
to “common-sense” observations concerning 
specific problems. His work will be useful, but 
he is barred from major participation in the ad- 
vance of economics as a science; he is even 
barred from understanding major contributions 
being made by others. 

What of the student who comes to the serious 
study of economics without mathematics? Or 
the student who has the mathematics but be- 
cause of some block has not aptly applied it to 
economics? For them, as well as for the ad- 
vanced student of economics, Schelling’s re- 
markable book will be useful. 

It might well be called ‘““The Simple Algebra 
of Income Determination.” The first chapter 
opening with three paragraphs so compact that 
they will seem forbidding to some readers— 
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deals with the simple symbolism of national in- 
come concepts and relationships. Four chapters 
are then devoted primarily to the exposition of 
selected topics in elementary mathematics, the 
final ones being statics, dynamic compatibility 
of equations, and the stability of equilibrium. 
Equations dealing with analysis of the level of 
income are used in this development. Three 
chapters then steadily enlarge the system of 
equations by introducing government in in- 
creasingly complex ways into equations which 
had previously dealt only with consumption 
and investment. 

Part II discusses the effects on income analy- 
sis of various assumptions about functional dis- 
tribution of income; the imposition on the 
equations of “outside conditions,” such as a 
balanced budget or full employment; and analy- 
sis in which some variables (e.g., consumption) 
are related to real values, while others (e.g., tax 
liabilities) are related to money values 

The three chapters of Part III deal with inter- 
national income analysis. The analysis is limited 
to constant prices, fixed exchange rates, and 
ready absorption by the central bank of foreign 
balances. Thus a number of interesting cases are 


sé 


neglected. 

Finally, Part IV treats of dynamics—the dy- 
nainics of consumption, of inventory accumula- 
tion, and of investment in general, including < 
general statement of the acceleration principle. 
An appendix derives the stability conditions for 
dynamic equations which had been used without 
proof in Part IV. Throughout the book, the 
multipliers implicit in various static formula- 
tions and the conditions of stability are thor 
oughly explored in presenting each topic 

The entire book is at a high level of compe- 
tence. It is one of those rare “elementary” books 
which present original material here and there 
(not all of what is new in print in this book has 
existed in oral form), and which will be sug- 
gestive to advanced students as well as to less 
advanced ones. It demonstrates that there is 
no royal road to mathematics or economics; 
though it is lucid, it is compact and exacting; it 
must be studied, not read. 

The economic significance of the analysis is 
frequently commented on. These comments are 
as compact as is the mathematics; expositional 
ly, it would be advantageous if this treatment 
were expanded. In particular, it seems to me un 
fortunate that in the introductory chapters th¢ 
economic motivations and processes which may 
lead to equilibrium from a nonequilibrium posi 
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tion are not more fully sketched, tq give the be- 
ginner a surer feel at this point of the relation- 
ship between the mathematics and ‘the econom- 
ics. Of course, if the book is used in class, a little 
teaching will care for this. One topic which I re- 
gret was not explored—especially in view of 
Schelling’s masterful treatment of it in his re- 
cent exchanges with Patinkin and Klein—is the 
relationship of asset holdings to consumption 
(e.g., the problem of Say’s law of markets and 
the Scitovsky-Pigou effect), These subjects 
might have taken the place of what seems to me 
an unnecessary degree of elaboration of certain 
topics. But these are minor criticisms; the vol- 
ume is admirable, and the profession is in 
Schelling’s debt. 

There are brief, well-selected footnote ref- 
erences to recent articles dealing with the vari- 
ous topics discussed. The Index, on the other 
hand, is entirely inadequate. 


EvERETT E. HAGEN 


University of Illinois 


Toll Roads and the Problem of Highway Moderni- 
sation. By WiLFRED OWEN and CHaRLEs L. 
DEARING. Washington, D.C.: Brookings In- 
stitution, 1951. Pp. ix+ 204. $2.50. 


This excellent little study will be of special 
interest to students of transportation, public 
finance, and economic history. It deals with one 
of the most interesting aspects of modern trans- 
portation—the reappearance since 1940 of that 
familiar eighteenth-century institution, the toll 
road. Considering the vast literature, both his- 
torical and analytical, on railways, motor trans- 
port seems to have been seriously neglected by 
economists. This neglect is particularly evident 
with respect to the all-important roadbed. Yet 
the spectacular rise of modern motor transport 
makes this subject of major significance. The 
central problems are the provision of more effi- 
cient transportation by motor vehicle and the 
financing of the motor ways. This work is the 
latest effort by these authors to develop this 
whole area, which cuts across transportation, 
public finance, and public administration. In 
addition, since the modern toll road has its ori- 
gins in the same inadequacies of public roads 
and public finance which produced its predeces- 
sor of the horse-and-wagon era, the economic 
historian will find much that is suggestive. 


Owen and Dearing discuss in an orderly fash- 
ion the modern turnpike movement, the size and 
nature of the general highway problem, the fac- 
tors which have led various states to turn to 
toll roads as a partial solution of their problems, 
the advantages and disadvantages of this type 
of facility, financial results and prospects of the 
authorities, the problems of revising state and 
federal highway policy to take account of toll 
roads, and the authors’ conclusions regarding 
the wisdom of developing toll roads. Particular 
attention is paid to the three most prominent 
turnpikes, those of Pennsylvania, Maine, and 
New Hampshire. There is also some comment 
on the Merritt and Wilbur Cross parkways in 
Connecticut, on the New York State Through- 
way, and on certain toll-road planning in 
Colorado. 

Briefly, the thesis is that the turnpike is a re- 
vival of an old idea in order to meet otherwise 
insoluble problems of highw ay obsolescence, 
congestion, and finance. Properly handled by 
state governments, turnpikes have a consider- 
able future in the total highway picture. The 
modern movement dates from the opening of 
the Pennsylvania Turnpike in 1940. Ten years 
later there were 424 miles in operation, another 


350 miles under construction, and some 1,200 
Eighteen states 


miles specifically authorized 
had toll-road legislation. The basic cause of the 
toll road is clearly the large technical progress in 
private and commercial motor vehicles, which 
has made much of the main road system obso 
lete in design and inadequate in capacity. After 
reviewing various estimates, the authors con- 
clude that some $5 billions would be required 
annually for ten or fifteen years to modernize 
and develop the road system to meet acceptable 
standards of safe, convenient, and economical 
motor transport. In addition, another $1.5 bil 
lions would be needed annually for maintenance, 
operation, and debt service, or a grand total of 
$6.5 billions per year. At present less than $1.5 
billions is available at all levels of government. 
Thus the financial needs are so great as to tempt 
governments into new arrangements. While the 
estimates of total financial requirements are of 
necessity lacking in precision, and to some ex- 
tent may represent the highway engineer's 
dream of perfection, the authors do make, in my 
opinion, a good case for a limited reversion t 
direct user charges in an effort to relieve the 
situation. 

The book has an interesting discussion of the 
advantages and disadvantages of toll roads. 
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One difficulty has been that under local influ- 
ences much money has gone into widening and 
resurfacing roads already obsolete in terms of 
speed and capacity. The toll-road authority, 
being free to select and design its own right of 
way and to prevent the rise of choking roadside 
encroachments, has often been able to build a 
much more efficient road. It has also had the ad- 
vantage of being able to borrow outside of con- 
stitutional debt limitations. In cases where the 
toll road serves mainly out-of-state transients, 
as in Maine and New Hampshire, the toll sys- 
tem has been the only device for financing a 
high-quality road. Furthermore, despite the 
tolls, which are high in terms of gasoline taxes, 
these roads have been very popular and so far 
have given favorable financial results. The au- 
thors conclude that the toll road is so far su- 
perior as to involve little serious duplication of 
roadbed, that the evidence shows little neglect 
of parallel free roads, that the cost of toll col- 
lection is fairly high percentagewise but drops 
rapidly as traffic increases, and that the cost of 
financing through revenue bonds need not be 
excessive. The possible plight of the holders of 
revenue bonds on taking over a bankrupt turn- 
pike is hinted at but not well analyzed. It is 
suggested that they are essentially stockholders, 
since there is no equity cushion. As such their 
position in an enterprise managed by state-ap- 
pointed functionaries might be unenviable. The 
present turnpikes appear to have been carefully 
conceived, but the writers do not explain what 
may happen if legislatures turn to this device en 
masse and authorities are not carefully super- 
vised. 

The authors conclude that the toll road can 
be used only for a limited mileage, primarily in 
high-density rural areas. Here it is a good answer 
to the problem of reconstructing highways in- 
tolerably choked by traffic and roadside en- 
cumbrances. It is however essential that such 
highways be integrated fully at state and federal 
levels with the entire system of road finance. 

The book, so far as it goes, has few weak- 
nesses. A major omission is the lack of any sub- 
stantial discussion of the effects of toll roads on 
intercity truck and bus transportation. It would 
also be interesting to know more about commer- 
cial toll rates. Clearly a toll road has large fixed 
costs, and many interesting possibilities of rate 
discrimination potentially exist. The competi- 
tion of turnpikes with each other, a distant pos- 
sibility, and with railroads is not treated. In 
short, the book does not explore all aspects of 
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the problem, but it is an indispensable pioneer 
study. 

Joun G. B. Hutcuins 
Cornell University 


Inflation in the United States, 1940-1948. By 
LESTER V. CHANDLER. New York: Harper & 
Bros., 1951. Pp. xi+402. $4.50. 

Professor Cnandler,has supplied us with a 
long and detailed study of inflation in the United 
States from 1940 to 1948. The book brings to- 
gether a large quantity of material which will be 
of value to the students of inflation and of the 
economic history of this period. However, in 
considerable measure the study may fall be- 
tween two stools. A large portion of the material 
is familiar to the specialist but too detailed and 
inadequately pointed up for the layman. The 
material is roughly divided into wartime and 
postwar periods. It is devoted primarily to fiscal 
policy, monetary policy, and direct controls. 

Chandler’s conclusions regarding inflation 
policy may be described as middle of the road. 
He believes that taxes should have been higher 
during the war but that in the interest of effi 
ciency and productivity it would not have been 
practical for taxes to be high enough to prevent 
inflation. He believes that under the conditions 
of the war it was necessary for the Federal Re 
serve System to make up all deficiencies in funds 
needed by the Treasury and that consequently 
open-market and rediscount policies of the 
Federal Reserve could properly be of little use 
in restricting inflation. 

Wage and price controls were of the utmost 
importance and would have been needed even 
if the most restrictive fiscal and monetary polli- 
cies had been followed. Chandler does not ad 
here to the doctrine that the limitation of price 
inflation by direct controls during the war was 
futile because prices rose just as much as they 
would have without controls, either as hidden 
rises during the war or as open rises after war. 
Neither does he give weight to the idea that the 
controls were an evil because they inhibited the 
adoption of more adequate monetary and fiscal 
policies. 

For the postwar period Chandler feels that 
the loose monetary policy of the government 
was the most important single policy mistake. 
Interest rates should have been allowed to rise 
and bond prices to fall, sooner, faster, and 
farther. 

Despite the great scholarship of this book, 
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the reader may be disappointed that it affords 
no greater guidance to proper public policy at 
the present or under various future conditions. 
Chandler evidently feels that in “ordinary 
times” monetary policy is a very important in- 
strument for promoting economic stability but 
that in a period of government spending like 
that of World War II it is of very limited use. 
But just where is the line to be drawn? How use- 
ful is it in the garrison state of the foreseeable 
future? Price and wage controls and rationing 
are held to have been desirable in World War II. 
But what is desirable and practical now? Is it 
during periods of great transition in govern- 
ment expenditures that direct controls are neces- 
sary or is the level of expenditure the determin 
ing factor? 

The other disappointing aspect of the book 
is its failure to evaluate the social and economic 
significance of inflation. Possibly this criticism 
is simply an example of the old reviewer’s trick 
of objecting that the author did not write a dif- 
ferent book. Probably the United States infla- 
tion of 1940-48 cannot by itself provide the ba- 
sis for a very full appraisal of the subject of in- 
flation. This subject has been one of almost con- 
tinuous interest in this country for well over a 
decade. In the 1930’s there was a certain amount 
of fear that some socially undesirable inflation 
would result from our devaluation of gold and 
the chronic budget deficit. From the beginning 
of World War II to 1948 the subject was of ex- 
traordinary interest. Since June, 1950, it has 
again come to the forefront. But, while the sub- 
ject is discussed endlessly, there is a singular 
lack of hardheaded study and analysis. What 
degree of bad social effect is connected with vari- 
ous degrees of inflation? What is the effect of an 
inflation upon subsequent economic activity? 
Chandler has not been able to establish that any 
great undesirable social and economic effects 
came from the United States inflation of 1940- 
48. Possibly further analysis could make a more 
impressive showing on this point. Thorough con- 
sideration of the significance of inflation would 
necessitate study of the inflations of other na- 
tions in various priods. It should emphasize the 
potential cumulative effects. This work remains 
to be done. 

HoMER JONES 
Washington, D.C. 


Capitalism. By Daviy McCorp Wricxrt. New 
York: McGraw-Hill Book Co., 1951. Pp. 
xii+ 238. $3.25. 


This volume, in the McGraw-Hill “Eco 
nomics Handbook Series,” is meant for under- 
graduate instruction, adult education, and the 
“informed general reader.’”’ It follows Dr. Paul 
Sweezy’s Socialism and will be followed by 
Professor Abram Bergson’s Soviet Economics. 

Professor Wright gives capitalism a good 
character, basing his judgment primarily upon 
its built-in tendency toward change and growth 
and its peculiar harmony with individual op- 
portunity and political democracy. In brief, 
“capitalism 
is the most productive system, the one which 
gives the greatest opportunity, and the one 


” 


which most curbs state power.” “Planning,” so- 


makes sense economically. It 


cialism, and communism are found basically de 
fective on all these counts 
tion tends gradually toward bureaucracy and 
the narrowing of its leadership group. The only 
protection is the existence of a number of au- 
tonomous competing groups. There is no substi 


Any social organiza 


tute for the “competitive market” in protecting 
either economic or political democracy. 

Just as Wright follows Schumpeter in building 
his analysis primarily on the sociology of capital 
ism and other isms, he also follows Schumpeteri 
an lines in his economics. So long as freedom, 
growth, and change are paramount values, no 
other system can escape the same economic dif 
ficulties capitalism faces or do as satisfactory a 
job in meeting them. Even capitalist distribu- 
tion, admittedly not ideal, finds its justification 
in the dynamic purposes the system serves 
Schumpeterian economics is used to refute 
Marxian and other socialist criticism of capital- 
ist “exploitation,” Wright triumphantly con 
cluding that “the distinctly capitalist incomes 
profit or new investment and interest 
timately linked with the phenomenon of change 
and growth.”’ Moreover, “by far the greater por- 
tion of the benefits of capitalist accumulation 
and capitalist revolutionizing of production has 
gone into rising living standards for the working 
population.” 


are in- 


Wright recognizes capitalism’s seamier side, 
and the latter half of the book is devoted to di 
agnosis of and prescription for its two major 
blemishes: instability and monopolistic tenden- 
cies. For instability, he offers mainly compensa- 
tory finance, including deficits in depression 
Here, too, however, he is thoroughly capitalistic. 
In Wright’s formula, “Full employment means 
growth, growth means change, change means 
risk, and risk demands especially high profits to 
offset it.” Hence he calls for “lower taxes all 
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along the line, especially in the upper income 
brackets”’ (italics Wright’s). 

Similarly, for Wright, “the whole monopoly- 
versus-competition problem must be judged in 
relation to economic growth.”’ He disparages 
anything approaching the “pure competition” 
solution, opining (correctly, I think) that “‘such 
schemes should not be treated as having any- 
thing to dowith capitalism.” Successful antitrust 
policy can at best preserve a loose oligopoly. 
More important tasks are to combat the barriers 
to the development of new independent busi- 
ness: the general “security” attitudes of busi- 
ness (especially when associated), the stultifying 
actions of labor unions, and excessive income 
taxation. 

There is much of value in this book. But it is 
not a suitable “handbook.” It is too little em- 
pirical, too much “ideological.” Capitalism is 
not systematically described, and the opposing 
isms, against which most of the argument is di- 
rected, are treated still more impressionisti- 
cally. Too much space is devoted to nice theo- 
retical points, more appropriate to the schol- 
arly journal. The student will find himself 
baffled by elliptically treated theoretical and 
ideological issues. The revolutionist will not, it 
is to be feared, be led from his errant ways, de- 
spite the unquestioned strength of several of 
Wright’s central theses. 

James S. EARLEY 
University of Wisconsin 


Soviet Documents on Foreign Policy, Vol. 1: 
1917-1924. Selected and edited by JANE 
Decras. London and New York: Oxford 
University Press, 1951. Pp. xxi+ 501. $7.00. 
This first instalment of three volumes issued 

under the auspices of the Royal Institute of In- 

ternational Affairs which are to cover the years 
from the Revolution to 1941 offers some two 
hundred and fifty selected Soviet documents on 
foreign policy in 1917-24. According to the 
editor’s Preface, they are intended to indicate 
the main preoccupations of Soviet foreign policy 
and to illustrate its aims and diplomatic tech- 
niques. This purpose is admirably accomplished 
by the present volume, as is also the editor’s 
second aim of bringing together a representative 
collection of material that has been scattered 
and often inaccessible. Much of it had not been 
previously published in English. 

The carefully edited and documented col- 
lection goes beyond the conventional framework 
of publications of diplomatic correspondence 
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and treaties from Foreign Office archives. It in- 
cludes numerous speeches and press interviews 
by Soviet leaders, government reports on 
foreign relations to the home public, and ac- 
counts rendered of foreign policy to government 
and party institutions. On the other hand, in 
order not to broaden a field which in any case 
is formidably wide, the editor set certain limits 
to her selection: With few exceptions, Com- 
munist party and Comintern documents have 
been omitted, and treaties published in the 
“League of Nations Treaty Series” have not 
been reproduced. These limitations make the 
book a supplementary rather than compre 
hensive source for the student interested in ei 
ther a full chronological unfolding of Soviet 
foreign relations or a full documentation of all 
the forces shaping Soviet foreign policy. Thus, 
some diplomatic milestones like the Rapallo 
Treaty are only obliquely reflected in the book. 
Although in such instances footnotes direct the 
user to other sources for major documents which 
have been omitted, a brief analytical chronology 
of Soviet foreign relations might have dealt 
with this problem more effectively and would 
also have increased the utility of the book to 
nonexpert readers. The omission of documents 
emanating from the party may have contributed 
to a minor extent to the virtual absence of Stalir 
from the list of dramatis personae of Soviet 
foreign policy in the years covered by the vol- 
ume. He is represented twice only, in connection 
with Finno-Soviet relations early in 1918, and 
the Index omits his name altogether. On the 
whole, however, his absence is a justified cor- 
rective to the distorted picture of Stalin as the 
maker of his country’s destinies, even in the 
earliest Soviet period, which has been built up 
by current Moscow historiography. 

There is little point in commenting in this 


short space on the substance of a selection which 


ranges over seven eventful vears, beginning with 
the “Decree on Peace” launched on the morrow 
of the Bolshevik revolution and ending with 
Anglo-Soviet exchanges over the ‘“Zinoviev 
letter.” It well reflects the origins of that vicious 
circle of reciprocal fear and suspicion which has 
governed Soviet relations with the Western 
world to this day. Readers interested in the 
“Who staried it?” controversy will find in the 
book a rich fund of material on the Soviet ac- 
tions which first gave the U.S.S.R. its reputa- 
tion for aggressiveness, as well as on the Western 
policies which went into the making of the Sovi- 
et persecution complex. 
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